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AVIATION AND THE INTERNET

THURSDAY, JULY 20, 2000

U.S. SENATE,
COMMITTEE ON COMMERCE, SCIENCE, AND TRANSPORTATION,
Washington, DC.

The Committee met, pursuant to notice, at 9:30 a.m., in room
SR—253, Russell Senate Office Building, Senator John McCain,
Chairman, presiding.

OPENING STATEMENT OF HON. JOHN McCAIN,
U.S. SENATOR FROM ARIZONA

The CHAIRMAN. Good morning. I want to thank our witnesses for
being here today to discuss the remarkable revolution that is un-
derway with regard to travel purchase on the Internet. Analysts
have concluded that travel rates are the number one product that
consumers want to buy on the Internet. Perhaps that is the best
indication that we have of the potential benefits that the Internet
offers air travelers.

American, Continental, Delta, Northwest and United Airlines re-
cently announced their joint efforts to establish an airline-owned
travel agency called Orbitz. Orbitz plans to use a relatively new
and sophisticated software program to analyze airline flight and
fare data for its consumers, to provide them with the best travel
options. The test site for the software is impressive.

Even so, the announcement has caused a great deal of con-
troversy. Consumer advocates question whether collaboration
among competitors can ever operate in the best interests of air
travelers. Concerns have been heightened by the prospect of addi-
tional consolidation in the airline industry.

This hearing intends to examine what consumers stand to gain
and what they stand to lose from the advent of on-line travel agen-
cies, including Orbitz. What this hearing does not intend to do is
focus on what Orbitz’s established competitors, namely Travelocity
and Expedia, stand to lose from Orbitz’s presence in the market.
These competitors are engaged in a pitched battle for the growing
Internet travel business. By and large, it is up to the marketplace
to decide how each competitor ultimately fares, and I strongly be-
lieve that such competition will ultimately benefit the consumer.

I suspect that the reaction of the low fare air carrier community
to Orbitz is one way for us to gauge the effect that Orbitz will have
on competition in the industry. Like it or not, we depend on low
fare air carriers for nearly all of the benefits of deregulation. The
Department of Transportation estimates these benefits to be $6.3
billion in annual savings to airline passengers.
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We need to explore why Southwest Airlines, for example, sub-
mitted testimony today stating its unalterable opposition to Orbitz.
Orbitz claims to offer, for the first time, competition on the Com-
puter Reservation System booking fee, which would disproportion-
ately benefit the low fare carriers. Why, then, aren’t the low fare
carriers racing to sign up for these benefits?

The Committee has a history here. Several of us were around
when the airlines created Computer Reservation Systems (CRS) for
travel agency use to search flight and fare data for their con-
sumers. We found that over time, the airline owners used CRS to
disadvantage their competitors. Among other things, they used dis-
play bias to shift sales to their airlines, and they used their market
power to impose excessively high fees on participating non-owner
airlines.

I realize that Orbitz is technically different from the stand and
Computer Reservation Systems. However, many of the same prob-
lems face us now that faced us when the CRSs were established.
It would be foolish for us to ignore our past experience. We need
to look at the down-the-road market power of a site that may be
the only outlet for the best deals that the airlines have to offer.

[The prepared statement of Senator Gorton follows:]

PREPARED STATEMENT OF HON. SLADE GORTON,
U.S. SENATOR FROM WASHINGTON

In a relatively short period of time, the Internet has transformed many aspects
of social and economic life in the United States. One of the most important facets
of this phenomenon is the development of electronic commerce. The Internet has
empowered many consumers by giving them access to seemingly limitless sources
of information. Comparing prices and options in various marketplaces has never
been easier for an expanding number of buyers, and free markets tend to work best
when the flow of information is maximized.

Within this wide open world of the Internet, travel-related information and serv-
ices form one of the fastest growing sectors. It has been reported that more than
1,000 travel sites have emerged on the Web, offering a staggering array of choices.
While sales through the Internet have lagged behind the boom in Web sites, online
purchasing is certain to make up an ever-increasing share of all travel bookings. As
a general rule, the more competitors there are in such an environment, the better
it is for consumers. An exception to this rule would be the presence of a competitor
that wields enough market power to tilt the playing field.

The joint venture by the airlines, known as Orbitz, appears to have characteristics
that could give it substantial market power. On its face, the banding together of the
largest air carriers should give anyone reason to be concerned. None of the major
airlines is in business to sell tickets at the lowest possible prices. It is
counterintuitive to assume that the big airlines are coming together to do anything
other than make more money. One-stop shopping for low air fares is certainly an
attractive lure for consumers in the short run, especially if Orbitz offers deals not
found in any other single place.

If that lure moves market share to Orbitz, however, the joint venture may be able
to act in subtle ways that harm consumers. The history of airline ownership of com-
puter reservation systems (CRS) is a lesson we must keep in mind. Abuses were
rampant before regulations were imposed. By then, much of the damage to airline
competition had already been done. CRSs gave their owners artificial staying power,
which worked to the detriment of carriers that entered the field after deregulation.
Even after rules were imposed on the use of airline-owned CRSs, these systems
were still able to steer more business to their owners. I recognize the differences
between the Internet and CRSs, but there are enough parallels for us to be con-
cerned about Orbitz.

Another troubling aspect of Orbitz is the so-called Most Favored Nation clause,
which obligates participating airlines to give Orbitz access to all publicly available
fares as well as anything that the airline offers to any other website. While MFN
clauses can have benefits in other contexts, it is questionable in this instance. For
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example, other travel Web sites will never have a chance to best Orbitz by offering
unique fares or related offerings. The airlines themselves will have less incentive
to offer special Internet fares on their own Web sites because they will have higher
distribution costs when those deals are purchased through Orbitz.

I am quite interested in what the witnesses have to say about these issues. Per-
haps Mr. Katz from Orbitz can allay some of my concerns. I remain skeptical, how-
ever. The Departments of Transportation and Justice must scrutinize this joint ven-
ture carefully. Between this matter and the proposed merger of United Airlines and
US Airways, both departments will have their hands full in the coming months. I
believe their decisions with respect to these transactions will have a profound im-
pact on the course of the airline industry for many years to come.

Again, I want to thank our witnesses for their appearance at this
hearing. The first panel is Mr. A. Bradley Mims, who is the Deputy
Assistant Secretary of Aviation and International Affairs, at the
Department of Transportation, and the Hon. Ken Mead, who is the
Inspector General of the Department of Transportation.

Thank you, Mr. Mims. Welcome, please proceed.

Before you do, who do you have with you today, Mr. Mead?

Mr. MEAD. I have Mr. Mark Dayton, of my staff, who directed
this project.

The CHAIRMAN. Welcome, Mr. Dayton.

Mr. Mims.

[The prepared statement of Senator Hollings follows:]

PREPARED STATEMENT OF HON. ERNEST F. HOLLINGS,
U.S. SENATOR FROM SOUTH CAROLINA

Good morning. I want to thank the Chairman for holding this hearing on the sale
of airline tickets through the Internet.

This Committee has a long history of looking at the distribution of air fares and
other information through computers. We held several hearings on Computer Res-
ervation Systems (CRS’s) in the 1980’s to review what the carriers/owners of the
CRSs were attempting to do to the “have-nots.” Today, with the creation of new
technology, we are at that same point again. This time, the use of the Internet Web
sites, even though the site will be owned by the airlines, is one that operates outside
of the CRS rules that were crafted in the 1980’s by the Civil Aeronautics Board
(C%B), and that now fall under the auspices of the Department of Transportation
(DOT).

Under the new venture, the big carriers have agreed to set up a new Web site
to sell tickets. There are lots of these types of joint venture arrangements among
companies to use the Web to conduct business. I want to encourage new technology
and new innovations that benefit consumers. However, most of the new joint ven-
ture Web sites that have been created involve joint purchasing, not joint selling. The
collection of 80-85% of the U.S. domestic airline industry—probably any industry—
should give us pause to consider the competitive ramifications. If the owners of
Orbitz can demonstrate that there is no harm to competition, and that pricing by
the carriers is not adversely affected, I hope consumers find all of these low fares.

Right now, to the traveler, it does not always seem that we have much price com-
petition, at least for those fares that are publicly available. When one carrier an-
nounces a fare hike, the other major carriers either match it or reject it. The pro-
posed fare then either sticks or is withdrawn. As a result, for many markets, the
publicly available fares are the same for each market. These are the types of fares
we see in the papers. However, there is a whole other side to pricing—private fares
that the carriers offer to corporations, travel agencies and vacation destinations,
whether it is a golf resort or Disneyland. These deals are negotiated separately and
are targeted at specific groups of customers.

The carriers also publish on their own Web site fares a series of fares, those that
are publicly available through any travel agency, and fares that are only available
through that Internet site. The carriers also send out targeted e-mails to selected
customers, offering lower fares. Many times, these fares are for last minute flights
that the carrier knows are not selling well—a sort of last minute fire sale. These
types of fares are difficult for another carrier to track. Under Orbitz, some of these
fares will become “publicly available.” This could be a benefit to the consumer—he
or she can instantly view all of these low fares through one Web site, rather than
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have to search each and every air carrier Web site. There is also a risk that must
be considered. If carriers will be able to track, or be in a better position to track,
pricing this may inhibit fare sales. This is potentially troubling and I know that
DOT will look into this.

We also have the new electronic commerce navigators, like Travelocity and
Expedia, that cut through all of the carrier price data to figure out the best fares
for consumers. They use their search engines to plow through the Computer Res-
ervation System data banks, effectively getting around the air carriers’ “yield man-
agement” systems. Those systems try to squeeze the last dollar out of every con-
sumer, offering seats at different prices, at different times for a particular flight.

We also know that the air carriers want to cut their distribution costs. Today,
these costs are made up of a variety of fees—travel agency commissions, running
from about 5% of the price of a ticket to a flat $10 per ticket for an Internet sale;
and also CRS booking fees (about $3—$4 per segment booked).

The carriers/owners of Orbitz have complained that the CRS fees are too high, one
of the reasons they cite for creating Orbitz. However, according to a June 1983 Re-
port to Congress by the CAB, CRS booking fees were .25 cents in 1981, and there
were different fares for different participants in a given CRS system. The Report
also notes that CRS fees went up to $2—-$3 per booking in 1982-83. While the major
carriers complain about high CRS fees, and argue that they need to create a new
competitor to drive down the CRS costs, what appears to be happening is that Inter-
net travel agencies refuse to give back any rebate to the air carriers that they may
get themselves from the CRS vendors. It is not uncommon for a CRS vendor to give
any large travel agency an incentive rebate on an annual basis based on certain
sales thresholds. Travel agents, whether it is on line, like Travelocity or a tradi-
tional travel agent, do not give these rebates back to the carriers.

CRS vendors, like Worldspan, the company that is providing the CRS services for
Orbitz, is owned by two of the largest air carriers (and equity participants in
Orbitz). Worldspan may set CRS booking fees that are too high, but the owners
might have something to say about those fees.

This is an area that I urge DOT to look at carefully. I know that the Department
of Justice is in the process of reviewing Orbitz, as well.

STATEMENT OF A. BRADLEY MIMS, DEPUTY ASSISTANT
SECRETARY, AVIATION AND INTERNATIONAL AFFAIRS, U.S.
DEPARTMENT OF TRANSPORTATION

Mr. MiMS. Good morning, Mr. Chairman.

I appreciate the opportunity to appear before the Committee to
address the issue of the marketing of airline services on the Inter-
net. I also appreciate the Committee holding hearings on this issue,
which is of great importance.

The Internet offers consumers new ways to shop for and book
travel, but also provides airlines new ways to sell their tickets, and
gives travel agents new tools to enhance and expand services to
their consumers. This fast-evolving practice has the potential to be
very beneficial to consumers.

Though this fast-evolving practice has this potential, and while
we applaud the innovation being offered in this regard, the Depart-
ment of Transportation also has a responsibility to ensure that new
practices in airline services distribution do not become anticompeti-
tive and/or harm consumers.

Because of the Internet’s importance in airline services distribu-
tion, my office and the Office of the General Counsel have begun
reviewing whether airlines’ use of the Internet raises competition
and consumer deception issues that may require Departmental ac-
tion.

Since we have not completed our review, we have not come to
any conclusions at this particular time. However, please allow me
to make a few observations about developments to date.
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In addition to providing consumers with convenient 24-hour ac-
cess to comprehensive information on travel services, the Internet
gives communities, especially smaller ones, an efficient, cost-effec-
tive way to market themselves.

The Internet also provides airlines and other travel suppliers
with cost-effective methods for obtaining bookings. The Internet
has also made possible the growth of on-line travel agencies, which
last year captured just over half of all the airline bookings made
through the Internet.

It is important to keep in mind that while the on-line travel envi-
ronment is booming, it is also still a small piece of the travel dis-
tribution picture. Only 4 percent of all airline bookings were made
on line in 1999, and on-line bookings are expected to account for
11 percent of all bookings in 2003.

Most airline tickets are still sold by traditional travel agencies.
Not every consumer would be willing to buy travel on the Internet.
A large number of travelers prefer to use travel agents, and many
travelers value the personal relationship that they have with their
travel agent. And the key part of that relationship is a travel
agent’s ability to solve problems if something goes wrong.

Some studies have shown that consumers are more likely to find
the lowest available fare when they use a travel agency than when
they use other sources of travel information.

In short, consumers do not just want to buy tickets; they want
travel arranged for them. But we recognize the rapidly changing
developments put significant pressure on travel agencies as they
try to adapt to a new and very dynamic environment.

As with many developments that promise to benefit many con-
sumers, the use of the Internet in airline distribution might in
some ways present potential threats to consumers and competition.

The Department is aggressively examining these issues in order
to carry out our responsibility to see whether airlines are engaged
in activities that may constitute unfair or deceptive practices or un-
fair methods of competition. We have therefore requested Orbitz to
answer a series of questions on its organizational and operating
plans, and further, to provide documents relevant to our inquiry.

If Orbitz’s organization and operational plans seem to involve
practices that would violate the statutory prohibition against un-
fair methods of competition, we will take action to redress those
problems.

As a separate matter, we are reviewing the enforcement com-
plaint filed by the Association of Retail Travel Agents against the
major airlines that created Orbitz. We will be considering whether
that complaint warrants the institution of an enforcement pro-
ceeding.

The Justice Department is conducting its own investigation into
Orbitz, and as Ken Mead will outline, the Inspector General’s office
is examining Orbitz and the airlines’ use of the Internet.

In addition to our review of Orbitz, we are informally reviewing
other recent developments in airline distribution. The primary pur-
pose of our efforts is to educate ourselves on the distribution mat-
ter so that we may exercise our oversight responsibility intel-
ligently when questions do arise on airline marketing practices
that fall within our jurisdiction.
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We are also asking interested parties in our pending rulemaking
on the Computer Reservation Systems to submit comments on
whether our existing CRS rules should be extended to cover in
some respects the use of the Internet for airline distribution.

Finally, Mr. Chairman, I'd like to thank you and the Committee
for being engaged in these issues, and particularly for holding what
I anticipate will be a very informative hearing, which will not only
add much to the record but will help the Department in dealing
with the many complex issues I've mentioned today.

Thank you, Mr. Chairman—thank you, Mr. Stevens.

[The prepared statement of Mr. Mims follows:]

PREPARED STATEMENT OF A. BRADLEY MIMS, DEPUTY ASSISTANT SECRETARY,
AVIATION AND INTERNATIONAL AFFAIRS, U.S. DEPARTMENT OF TRANSPORTATION

Mr. Chairman and Members of the Committee:

I appreciate the opportunity to come before this Committee to address the Inter-
net’s role in the marketing of airline services. The Committee has wisely chosen to
hold hearings on this issue, which is of great importance to airline travelers and
the airline and travel agency industries.

Because of the Internet’s importance in airline distribution, my office and the Of-
fice of the General Counsel have begun studying whether the airlines’ use of the
Internet raises competition and consumer deception issues that may require regu-
latory action. Since we have not completed our studies, I do not know what we will
conclude. The Inspector General’s Office is conducting its own study of airline dis-
tribution issues and Orbitz, and will be providing the Committee with its conclu-
sions.

In my testimony I wish to do three things—provide a general description of the
airlines’ use of the Internet and the development of airline distribution since de-
regulation, outline the legal and policy principles applicable to the airlines’ use of
the Internet, and describe the studies we are undertaking to examine the questions
presented by the airlines’ plans for using the Internet.

The Internet offers many benefits for its users, as anyone who has surfed the web
knows well. The Internet provides all kinds of information on travel services and
destinations. Consumers who are comfortable using the Internet can easily research
travel destinations, conveniently find out what travel services are available, and
plan trips. Many consumers like to use the Internet for travel planning and book-
ing—it is quick and convenient—and the Internet is capturing a growing share of
travel bookings.

The Internet gives travel destinations, especially smaller ones, an efficient and ec-
onomical way to market themselves. For example, Megan Ward, the spokeswoman
for the Texas Travel Industry Association, stated that small rural Texas commu-
nities can obtain websites relatively cheaply and can attract families and other lei-
sure travelers with information not available through other channels: “Definitely
the winners are the smaller communities across the country, especially in Texas,
who may not have had the funds necessary for marketing. This gives them a mas-
sive amount of exposure.” Similarly, a tourism official for the Maldive Islands, a na-
tion of 300,000 people, has stated, “Marketing is quite expensive and we are work-
ing on a very small budget. Because of the Internet we are able to do a lot of mar-
keting with less expense.”

Travel suppliers—airlines, hotels, and cruise companies, for example—have recog-
nized how the Internet provides a means of conveniently and economically providing
information and booking services to consumers. The Internet enables travel sup-
pliers to reach new customers who otherwise would be unlikely to use that sup-
plier—or even travel at all.

The Internet also provides airlines and other travel suppliers a less expensive
method for obtaining bookings. According to a 1999 study cited by a recent General
Accounting Office (GAO) report, for example, each booking made through traditional
travel agencies cost America West $23, a booking made through an electronic travel
agency cost $20, a booking made through the airline’s reservations agents cost $13,
and a booking made through the airline’s website cost $6.

Because airlines save money when consumers make bookings through an airline
website, individual airlines are encouraging customers to use their websites for
bookings. Southwest and AirTran, two airlines with a low-fare operating strategy,
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now obtain at least a quarter of their total bookings from the airline’s website.
Ryanair, a European low-fare airline, is obtaining a third of its bookings from its
own website. The efforts of these airlines to encourage travelers to book through the
airline website are consistent with their overall strategy of keeping their costs low,
a strategy which requires them to reduce their distribution costs along with their
other costs.

Airlines have been offering limited types of discount fares through their individual
websites that are not obtainable through other distribution channels, including the
airline’s own reservations agents. The airlines generally use these Internet fares to
sell “distressed inventory”—seats that otherwise would likely go unsold—to trav-
elers willing to travel on short notice in exchange for a low fare. The GAO has found
that this practice is common in the travel industry—Amtrak, rental car companies,
hotels, and cruise lines also offer some low prices through their websites that cannot
be obtained from any other source. The airlines’ use of the Internet to sell “dis-
tressed inventory” by offering special low fares is comparable to practices followed
in earlier years, when airlines used a small number of travel agencies as
consolidators to sell seats that would otherwise not be sold. Offering special fares
over the Internet may make them available to more consumers.

The Internet’s advantages for consumers who are willing to research and buy
travel online have caused a rapidly growing number of consumers to use the Inter-
net to book travel. In 1999 just over four percent of all airline bookings were done
online. In 2003 online airline bookings are expected to account for eleven percent
of all airline bookings.

Not every consumer will be willing to buy travel on the Internet, for a large num-
ber of travelers prefer to use travel agents. Many travelers value the personal rela-
tionship they have with their travel agent, and a key part of that relationship is
the travel agent’s ability to solve problems if something goes wrong. Some studies
have shown, moreover, that consumers are more likely to find the lowest available
fare when they use a travel agency than when they use other sources of travel infor-
mation. Aside from that, many consumers place more trust in the advice given them
by a travel agent than in the information given them by airlines.

As a result, we do not believe that the Internet will cause travel agencies to dis-
appear. A Sabre official has predicted, for example, that travel agencies will account
for 65 percent of all airline bookings in 2005 (45 percent by traditional travel agen-
cies and 20 percent by travel agency websites). Many travel agencies have taken ad-
vantage of the Internet by creating their own websites. They seek to support and
enhance their traditional services and to reach new customers. Most airline tickets
are still sold by traditional travel agencies.

The Internet, moreover, has made possible the growth of online travel agencies,
particularly Travelocity and Expedia. Last year online travel agencies captured just
over half of all airline bookings made through the Internet. Between 1998 and 2001
the annual growth rate in the online agencies’ bookings is expected to be almost 100
percent. The Internet also enables Priceline to offer consumers a new method of
buying airline tickets, a reverse auction giving consumers the opportunity to try
naming their own price for tickets.

Online travel agencies operate in a different environment from traditional travel
agencies and so must use new methods of attracting customers, such as creating
links with web portals like Yahoo! Online agencies have also begun to buy blocks
of airline seats and hotel rooms at negotiated prices substantially below the sup-
plier’s published rates, which they then resell to their customers. The online agen-
cies also recognize the need to hire agents to help online customers with problems
and special questions. Many observers see the “click and mortar” model as the trav-
el agency of the future.

We expect that many consumers will continue to value the services provided by
travel agencies, whether brick and mortar agencies or online agencies (or click and
mortar agencies) and that the travel agency industry will continue to remain an im-
portant distribution channel for travel services due to these consumer preferences.

The airlines’ experimentation with the Internet reflects their search for new dis-
tribution methods since the airline industry’s deregulation. Since deregulation, the
airlines have chosen to use a wide variety of methods for distributing their services.
Southwest, for example, has established a strategy of relying on low-fare service
that includes downplaying the importance of travel agencies in distributing its serv-
ices. Southwest thereby avoids the cost of computer reservations system booking
fees and travel agency commissions. Many of the newer low-fare airlines rely more
on travel agency sales but still try to sell a larger share of their tickets directly to
travelers than do the more established network airlines, which depend on travel
agencies for as much as eighty percent of their total sales. Airlines generally want
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to sell their services through as many channels as possible in order to reach as
many travelers as possible.

Individual airlines also treat different firms within each channel differently when
doing so seems likely to increase the airline’s sales. Airlines, for example, use
consolidators to sell seats at low fares not made directly available from travel agen-
cies and airline reservations agents. Airlines also commonly give favored travel
agencies access to discount fares and marketing benefits not made available to other
agencies and enable favored agencies to waive some restrictions on discount fares
and to book customers on oversold flights. Those travel agencies having a preferred
supplier relationship with an airline or other travel supplier commonly obtain over-
ride commissions, incentive commissions that encourage the agency to book a larger
share of its customers with the preferred airline.

Like airlines, travel agencies have responded to market demands by developing
different operating strategies—some primarily handle corporate travel while others
primarily handle leisure travel. Some hold themselves out as generalists while oth-
ers specialize, for example, on travel to a particular destination or particular types
of travel, such as adventure travel. Travel agencies generally are addressing the
shifting nature of the airline distribution system by focusing on the sale of travel
services that are more remunerative, like cruises, and by providing their customers
with advice and insight that travelers cannot obtain from other sources.

Airline distribution costs, which include commissions, credit card fees, computer
reservations system fees, and the costs of the airline’s own reservations and sales
personnel, have made up almost twenty percent of the airlines’ total costs. Through-
out the 1980’s and 1990’s, the airlines worked on cutting all of their other control-
lable costs. They recently began tackling their distribution costs.

The airlines’ efforts to cut their distribution costs have harmed many travel agen-
cies. The major airlines have cut their travel agency commission rates and imposed
caps on the amount of commission payable on individual tickets. Airlines have also
sought ways to sell tickets directly to consumers or through channels less costly
than the travel agency channel. These actions have significantly reduced travel
agency revenues. As a result, most travel agencies have begun requiring their cus-
tomers to pay fees for at least some agency services.

Last year the GAO investigated whether consumers have been affected by
changes in the airlines’ methods of selling tickets, among other issues. The GAO
concluded that the airlines’ use of the Internet gave consumers new ways to pur-
chase tickets while still allowing consumers to use travel agents if they wished. The
evidence available to the GAO, however, did not enable that agency to calculate the
overall advantages and disadvantages to consumers of recent changes in airline dis-
tribution.

As with many developments that promise to benefit many consumers, however,
the use of the Internet in airline distribution might in some ways present potential
threats to consumers and competition. Online firms selling travel may engage in
practices that could create a risk of consumer deception. The airlines could use the
Internet in ways that may reduce the availability of impartial and comprehensive
travel information to consumers. And the development by five major airlines of a
joint website—Orbitz (originally called T2)—for the sale of travel services raises
questions on whether their operation of Orbitz may involve some potentially anti-
competitive behavior.

Let me now outline the legal and policy principles applicable to the Internet’s use
in airline distribution. First, online firms are subject to the same consumer protec-
tion provisions as other travel firms. And, like firms in any other unregulated indus-
try, airlines and travel agencies are subject to the antitrust laws enforced by the
Justice Department. In general, the antitrust laws prohibit (i) conduct by a single
firm which involves monopolization or attempted monopolization and (ii) collective
action involving two or more firms that unreasonably restrains trade.

While conduct by a single firm seldom raises antitrust questions, collective action
by competitors often presents serious antitrust issues. Nonetheless, the antitrust
laws allow competitors to create a joint venture when doing so provides efficiency
benefits without unreasonably or unnecessarily restricting competition between the
participants. For example, the airlines have long operated programs providing for
the accreditation of travel agency firms and a joint clearinghouse for the settlement
of the travel agencies’ payment for airline services booked by their customers.

This Department has the authority under 49 U.S.C. 41712, commonly referred to
as section 411 of the Federal Aviation Act, to prohibit airline practices as unfair
methods of competition if they violate antitrust principles, even if they do not vio-
late the letter of the antitrust laws, and to prohibit unfair and deceptive practices.

The Department, as you know, is committed to ensuring that the airline industry
remains competitive. In exercising our authority under section 411, we will bear in
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mind Congress’ decision to deregulate the airline industry. Congress did so because
it determined that each airline should be free to determine what routes it will serve
and what fares it will charge. As part of deregulation, airlines became free to deter-
mine how best to distribute their services. The Department no longer has the au-
thority to regulate the airlines’ relations with travel agencies unless necessary to
prevent unfair methods of competition and unfair and deceptive practices.

As I stated, however, airlines would violate the antitrust laws and commit unfair
methods of competition in violation of our statute if they acted collectively in ways
that illegally reduce competition. The Department is investigating questions that
have been raised by both travel agencies and smaller airlines about Orbitz’ potential
adoption of restrictions on the airlines’ participation in Orbitz that could undermine
the competitive position of smaller airlines and other distribution channels. We are
also investigating whether Orbitz’ operation may also create opportunities for its
owners to collude on pricing and service. We appreciate the concerns expressed by
many travel agencies and consumers over changes in airline distribution practices
that may deny consumers the ability to obtain impartial and complete advice on air-
line services and fares from travel agencies. Travel agents provide the public with
valuable information and strengthen the ability of airlines to compete on the basis
of service and fares.

The Department is examining these issues in order to carry out our responsibility
to see whether airlines are engaged in practices that may violate section 411. We
have therefore requested Orbitz to answer a series of questions on its organizational
and operating plans and to provide documents relevant to our inquiry. If Orbitz’ or-
ganization and operational plans seem to involve practices that would violate section
411’s prohibition against unfair methods of competition, we will take action redress-
ing those problems. As a separate matter we are reviewing the enforcement com-
plaint filed by the Association of Retail Travel Agents against the major airlines
that created Orbitz. We will be considering whether that complaint warrants the in-
stitution of an enforcement proceeding.

The Justice Department is conducting its own investigation into Orbitz, and, as
Ken Mead has told you, the Inspector General’s Office is examining Orbitz and the
airlines’ use of the Internet.

In addition to our study of Orbitz, we are informally studying recent develop-
ments in airline distribution. The primary purpose of this study is to educate our-
selves on distribution matters, so we may exercise our regulatory authority intel-
ligently when questions under section 411 do arise on airline marketing.

We are also asking all interested persons in our pending rulemaking on computer
reservations systems (CRSs) to submit comments on whether our existing CRS rules
should be extended to cover in some respects the use of the Internet for airline dis-
tribution.

Finally, AIR-21 calls for the creation of a National Commission to Ensure Con-
sumer Information and Choice in the Airline Industry, which will study recent de-
velopments in airline distribution and make recommendations on whether changes
are needed. The Secretary has asked the Congressional leadership for their proposed
nominations to the Commission and has asked the major airline and travel agency
trade associations for suggestions on who he should nominate.

We will remain mindful of what the Transportation Research Board said last year
in its report: “In general, however, changes in the distribution system should be
viewed as opportunities to enhance the system’s overall benefits to consumers, and
should not be dissuaded unless the neutrality and completeness of the distribution
system is fundamentally threatened. DOT should remain alert to the possibility of
such erosion.”

Thank you Mr. Chairman. This completes my prepared statement, and I would
be pleased to respond to your questions and those of the Committee.

Senator STEVENS. The Chairman has been called to the phone.
Mr. Mead.

STATEMENT OF THE HON. KENNETH M. MEAD, INSPECTOR
GENERAL, U.S. DEPARTMENT OF TRANSPORTATION

Mr. MEAD. Thank you, Mr. Stevens.

Last month we provided the Congress an interim report on air-
lines’ progress in meeting a voluntary set of consumer service com-
mitments.

One of those commitments was to provide consumers with the
lowest fare available through the airlines’ telephone reservation
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system. The commitment the airlines made did not extend to pro-
viding fares available over the Internet. I'd like to discuss four sub-
jeclt;s today that are directly related to Internet sales of airlines
tickets.

The first subject will deal with the growth of travel sales over
the Internet. I think if I share with you some numbers and some
charts that you have in front of you, that they’re really the best
testimony for why this is an important area for congressional and
executive branch oversight.

The second subject is e-fares. E-fares are the deeply discounted,
distressed inventory that are offered a few days before flight depar-
ture, usually available only on the Internet. Those fares are at the
heart of the controversy over Orbitz.

The third subject I'd like to cover is Orbitz, which is an airline-
owned travel agency, and it’s scheduled to launch this fall. As I'll
overview, we see some benefits to consumers from Orbitz, but also
some competitive red flags that we think should be dealt with first
before launching it; particularly as Senator McCain was pointing
out earlier. This Committee has a long history with Computer Res-
ervation Systems. And once these things are launched, they're very
difficult to unscramble or deal with. So that’s why I think this
hearing is particularly timely.

The final subject I'd like to speak about are the Computer Res-
ervation System rules, which were established in 1984. I think
they’re being rapidly eclipsed by marketplace changes and techno-
logical innovation. Their relevance is beginning to wane.

So first, travel sales over the Internet. They are growing at a
rapid pace. There are charts in front of you with some figures I'd
like to refer to.

In 1996, as Figure 1 shows, less than 2 of 1 percent of airline
tickets were sold online. Today it’s at 6 percent. This share is likely
to grow to at least 11 percent by 2003. To encourage that shift to
the Internet, the airlines offer special deals such as discounted
fares, available only on the Internet, usually on the airline’s own
website.

Figure 2 shows that travel will continue to account for a signifi-
cant portion of all sales made online on the Internet. We're at
about $14 billion this year. By 2003, estimates project we'll be at
about $29 billion. So this is a growth area.

Figure 3, on the next page, shows that not only will more house-
holds be connected to the Internet, but those households are going
to be buying more. 67 million households had online capability in
1998. That had grown to 114 million in just 2 years. By 2003, we
think that number will be in the neighborhood of 180 million
households.

I think it’s important to recognize also that while the Internet
benefits people by giving them a broad range of information 24
hours a day, 7 days a week, access to the Internet is still problem-
atic for a portion of our population; for some senior citizens, the
blind, individuals with certain other types of disabilities, and the
economically disadvantaged who cannot afford a computer.

Figure 4 shows why the airlines want you to make reservations
on the Internet. Selling tickets on an airline’s own website, as this
chart shows, can result in sale and distribution cost savings of 75
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percent or more. That means no commission, no Computer Reserva-
tion System booking fee, no reservation agent cost; a savings of as
much as $35 to $40 a ticket. When you multiple that millions of
times over, you're dealing with a great deal of money.

I'd like to move to my second topic, which is e-fares.

Senator STEVENS. That chart, can you explain that last one a lit-
tle bit.

Mr. MEAD. Figure 4, Mr. Stevens?

Senator STEVENS. 1008 percent. Are those figures right? On
Table 1 and 2.

Mr. MEAD. Yes. I'm just about to explain those.

These charts deal with e-fares, which are the deeply discounted
fares that are available usually only over the Internet. We found
in tests, as shown in Table 1, that when you click on the regular
fare search engine for fare quotes just 3 days before flight depar-
tures, the results, in some instances, were more than 1000 percent
higher than the e-fare that was simultaneously being offered on the
same website.

I'll give you an example: A flight between Newark and New Orle-
ans. If you look at Table 2, it’s the first item on Table 2. Two weeks
ago, one airline offered a last minute e-fare of $140 for round-trip
travel between Newark and New Orleans.

When we searched the identical itinerary through the same air-
line’s normal website fare search procedure, we were quoted a fare
of $1,791, a difference of over 1100 percent. A consumer who did
not know to check the e-fares first and click the appropriate place
on the website, would have paid $1500 more for their ticket that
weekend.

We found that this disparity does not need to exist, because we
found four airlines where it did not. The airline telephone reserva-
tion agents also could not or would not inform us that an e-fare
was being offered on the Internet that could save us hundreds of
dollars.

The disparities between the Internet e-fares and the fare quoted
over the phone is displayed in Table 2. And on average, the lowest
fare available over the phone was more than 500 percent higher
than the e-fare available on the airline’s website. The range, Mr.
Chairman, was 64 percent to 1100 percent higher, for the same
trip, same date, same everything.

I'd like to move to Orbitz. The primary concern with Orbitz,
which will be jointly owned by five airlines, is the possibility that
the airlines will choose not to make their lowest fares, such as the
e-fares I just mentioned, these deeply discounted fares, available
anywhere but on Orbitz. If that happens, other online agencies fear
that they won’t be able to compete.

Why is that? That’s because Orbitz will then be the only Internet
site with the most offerings in one place at the lowest prices.

In the short term, preventive actions can be taken. For example,
you could establish an interim provision that would require airlines
to make available any fares they provide Orbitz to any of its com-
petitors willing to offer the same financial terms concerning book-
ing fee rebates.
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But those agencies should also be expected to agree to not bias
their fares and flight displays in favor of any one airline; a quid
pro quo.

In the long term, we do see some positive aspects to Orbitz. If
its software performs as it promises and if it adheres to its charter,
there will be no bias in displays; no one airline will be promoted
over another, or unfair preference given to one airline over another.

Now that is, if it adheres to its charter and the software per-
forms as promised.

For airlines that agree to provide Orbitz with their lowest fares,
Orbitz will rebate the CRS booking fee by about one-third. That
amounts to a lot of money, because the average round trip flight
incurs CRS booking fees of between $10 to $16. So you knock off
a third of that, and that’s a lot of savings.

We do have some concerns about the impacts on smaller airlines
and consumers. Here’s what they are: If Orbitz is extremely suc-
cessful and it eliminates its on-line competitors, Orbitz could de-
velop the power to charge premiums to the airlines to participate,
which would in turn be passed on to consumers.

Now that would benefit the airlines that are the equity owners
of Orbitz, but it would not benefit those airlines that were not eq-
uity owners. And in any case, it would eventually have to be passed
on to the consumer. We think our suggestion would greatly amelio-
rate the possibility of that happening.

We also think that, as Mr. Mims was indicating, the Depart-
ments of Justice and Transportation need to move expeditiously on
this. Orbitz plans to launch operations this fall. It will be in a cou-
ple months, possibly by October; and there’s nothing in the present
law that would prevent them from moving to operations.

Finally, Mr. Chairman, just a word about the CRS rules. They're
being rapidly eclipsed, some would say into irrelevance, by market-
place changes and technological innovations. The Internet is poten-
tially replacing many of the functions that were performed by the
CRSs, so questions have been raised over whether these regula-
tions ought to apply to the Internet.

Even current owners of the CRSs do not know whether the CRS
rules apply to them. And that’s because when the rules were first
established, they were applied to airline-owned CRSs. However
SABRE, which used to be owned by American Airlines, is no longer
owned by American Airlines.

In addition to that, the CRSs are forming alliances or allegiances
to certain travel agencies, particularly on-line travel agencies. So
there’s questions about, “Well, should the CRS rules against biased
displays also apply to travel agencies if they're going to have that
type of relationship?”

You should know that the Department of Transportation has re-
sponsibility for updating these rules and that update has been de-
layed three times since 1997. As the market continues to change
rapidly, the Department ought to proceed with these updates with-
out further delay.

I'd like to close by saying that history has shown how very, very
difficult it is to fix problems in this area after they occur. So we
have an opportunity here to be proactive, and I hope we are.

That concludes my statement.
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[The prepared statement of Mr. Mead follows:]

PREPARED STATEMENT OF HON. KENNETH M. MEAD, INSPECTOR GENERAL,
U.S. DEPARTMENT OF TRANSPORTATION

Mr. Chairman and Members of the Committee:

We appreciate the opportunity to testify on issues related to sales of airline tickets
over the Internet. Last month we provided you with an interim report on the air-
lines’ progress toward instituting a voluntary Airline Customer Service Commit-
ment. The Commitment incorporated a variety of promises including a provision to
provide consumers with information on their lowest fares. However, this provision
was limited to information provided through the airlines’ telephone reservation sys-
tems.

The Internet is growing rapidly as an avenue for consumers to research and pur-
chase travel. In fact, this growth is fundamentally changing the airline distribution
network. Concerns about what impact the Internet will have on consumers’ contin-
ued ability to access lowest fares, along with other changes taking place in the tick-
et distribution network, led to a provision in the DOT’s Fiscal Year (FY) 2000 Ap-
propriations Act to review these issues. We have also undertaken an effort to iden-
tify the impact of Orbitz, the proposed jointly owned airline website. Our initial
work is nearing completion. Today, I would like to make four points directly related
to Internet sales of airline tickets.

e Travel sales over the Internet are growing at a rapid pace. Airlines have
embraced the Internet as a means of significantly reducing ticket distribution
costs. In 1996, less than %2 of 1 percent of airline tickets were sold online through
airline websites or online travel agencies such as Travelocity or Expedia. Today,
online purchases account for an estimated 5.9 percent. By 2003, industry analysts
project that percentage to reach over 11 percent. The airlines have facilitated the
shift from traditional channels to their websites through special offers such as
bonus frequent flyer points and fare specials that are available only by purchasing
travel on their websites.

By 2008, analysts project that over $29 billion will be spent on all travel prod-
ucts over the Internet and that this will account for more than one-third of all
product purchases made online. The Internet benefits consumers by giving them
the ability to access a broad range of information 24 hours a day, 7 days a week,
although for a certain part of the population—some senior citizens, individuals
with certain types of disabilities, and the economically disadvantaged—access to
the Internet is still problematic.

e Wide disparities exist between distressed inventory “E-fares” and fares
quoted simultaneously for identical itineraries in other areas of the air-
lines’ same websites.

In a test of 20 published E-fares offered this summer, we found that “clicking”
on separate areas within an airline website can result in fare quotes that differ
by more than 1000 percent. For example, one airline offered a last minute E-fare
of $140 for round-trip travel between Newark, New Jersey and New Orleans, Lou-
isiana for the week of July 8, 2000. Requesting the same itinerary simultaneously
through the airlines’ normal website fare-search procedure turned up a round-trip
fare of $1,791, a difference of 1,179 percent. The airline’s search engine did return
a lower price option of $1,200 for a different itinerary, but that was still higher
than the E-fare by more than 750 percent.

In almost all 20 of our test cases, airline telephone reservation agents could not
or would not inform us that an E-fare was being offered on the Internet that could
save us hundreds or even thousands of dollars. The technology exists to make this
information available and consistent throughout these channels, and consumers
would be best served if airlines pursued such a policy.

While these fares are estimated to represent less than 3 percent of all online
ticket sales, these fares also have been at the heart of the controversy over wheth-
er Orbitz participants will make their lowest fares available exclusively on Orbitz.

e Orbitz could potentially benefit consumers and airlines by providing a
wider range of fare options, bias-free displays, and reduced booking fees,
but red flags raised by competitive issues, such as airlines potentially re-
stricting their lowest fares exclusively to Orbitz, must first be resolved.

Orbitz is an online travel agency set to launch this fall that is jointly owned
by five airlines: Delta, United, Northwest, Continental, and American Airlines.
The site will offer comparative information on all airlines’ fares and services, in
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much the same model as its competitors Travelocity and Expedia. Although Orbitz
is currently wholly owned by the five airlines, it is soliciting investors and owners
from outside the airline industry and may eventually consider a public offering.

In exchange for airlines making their lowest published fares available on
Orbitz, Orbitz will offer participating airlines a rebate that will offset as much
as one third of Computer Reservations System (CRS) fees incurred for travel
booked on the Orbitz site. With the average round-trip flight incurring CRS book-
ing fees of $10 to $16, this rebate could result in substantial savings. If Orbitz’
software functions as it has promised and Orbitz abides by its charter, consumers
could benefit from having access to a wider pool of options displayed free of bias.
However, concerns about the airlines restricting their lowest fares—including the
deeply discounted E-fares—exclusively to Orbitz or engaging in other anticompeti-
tive practices will need to be resolved first by the Departments of Justice and
Transportation.

In the short term, actions could be taken to protect against the potential for anti-
competitive practices. For example, interim provisions could be established requir-
ing airlines to make available any fares they provide Orbitz to any other entity
willing to offer the same financial terms concerning booking fee rebates as Orbitz.
Such a provision should be predicated on agreement by these entities to abide by
the non-bias regulations that apply to CRSs.

In the long term, barring any anti-competitive behavior, Orbitz could generate
competitive pressure on other online agencies to eliminate bias and upgrade
search capabilities. It could also put competitive pressure on CRSs to lower book-
ing costs and improve services. If airlines are successful in drawing consumers to
distribution channels that incur lower booking fees—such as Orbitz—the CRSs
that provide services for the higher cost distribution channels will lose business.
If the CRSs want to keep this business, reducing their fees would give airlines
more of an incentive to provide them with their lowest fares.

But there is the potential for harmful impacts on the travel marketplace. If
Orbitz is extremely successful and eliminates its online competitors, Orbitz could
develop the power to charge premiums to airlines to participate, benefiting its eq-
uity owners to the detriment of other airlines and resulting in higher fares to con-
sumers. The Departments of Justice and Transportation need to evaluate the like-
lihood of these and other scenarios playing out in determining whether prior
intervention is needed to protect competition and consumers.

CRS rules! are being rapidly eclipsed by marketplace changes and tech-
nological innovation. CRSs are the vehicle through which travel agents receive
information about and book airline tickets. The existing regulations were imple-
mented in large part to protect consumers and competitors from the biasing of in-
formation by the airline-owners of these systems. The airline-owners were biasing
displays of data to ensure their own flights got top billing on a travel agent’s
screen, even if the flights were not the best travel options.

With the Internet potentially replacing many of the functions performed by the
CRSs, questions have been raised over whether these regulations should apply to
the new distribution channels, and if they did, whether they would have any
meaningful impact. The regulations apply to airline-owned CRSs but with recent
airline divestitures of CRSs, even CRSs are unsure about whether they must still
comply with the regulations.

Furthermore, travel agencies have never been subject to the anti-bias rules of
the CRS regulations. But given the long history of airlines’ anti-competitive CRS
practices, the expansion of airlines and CRSs into ownership of online travel agen-
cies raises questions about what regulatory protection may be needed. History has
shown how difficult it is to fix problems with airline competition after they occur.
If protections against abuses can be instituted early in the game, mistakes of the
past can be avoided.

Technology is proceeding quickly to a point where travel agents and consumers
may be able to bypass CRSs entirely to access fare and service information from
the airlines. Such potential underscores the waning relevance of the CRS regula-
tions.

The Department has responsibility for updating existing CRS regulations and
has delayed this process three times since the 1997 sunset date. As the market
continues to change rapidly, it is imperative that issues such as those just de-
scribed, be addressed without further delay.

1CRS rules were established in 1984 and amended in 1992.
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Travel sales over the Internet are growing at a rapid pace.

The past 4 years have seen dramatic changes in how airline tickets are sold, in
large part a reflection of the growing commercial importance of the Internet. Ana-
lysts project that by 2003, more than 11 percent of all airline tickets will be sold
through the Internet, nearly triple the 4.3 percent of online ticket sales in 1999 (see
Figure 1). While this is an industry-wide average, some airlines have experienced
much greater results. One start-up airline reported selling almost 73 percent of its
seats online for the week ending July 9, 2000.

Figure 1. Growth in Percentage of Airline Tickets Sold Online

Source: Jupiter Communications

Sales of all travel sold online will almost quadruple. In 1999, online travel
sales totaled nearly $8 billion, but industry analysts project that online travel sales
will reach $29.4 billion by 2003. This will represent over one third of all purchases
of all commodities made online (see Figure 2).

Figure 2. Growth of Online Sales and Total Travel Sales.
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Growth reflects preferences of consumers and airlines. Consumers have em-
braced the Internet for convenience and the depth of information available through
electronic channels, although for some sectors of the public—senior citizens, persons
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with some disabilities, and the economically disadvantaged—access to the Internet
is still problematic. The number of households online worldwide is expected to grow
at an average annual rate of 17 percent in the next 3 years, but as consumers be-
come more comfortable making purchases over the Internet, total online travel sales
are expected to more than double over this period (see Figure 3).

Figure 3. Growth in Online Households and Online Travel Sales

200 ' $35
1754 -Onl!ne Households $30
¢ Online Travel Sales
150 $25
~ 1254 e -
g 914 $20 £
2 100 T : " =
s 51 674 . o514 $15 @
1
50 oss $10
25+ [P ' 5
0 - t t t $-
1998 1999  2000(E) 2001(E) 2002(E) 2003(E)
Source: Forrester Research

Internet reduces distribution costs. Airlines and other travel providers realize
that the Internet allows them to quickly reach a widely dispersed base of potential
consumers while reducing distribution costs by 75 percent or more. Sales on an air-
line’s own website are by far the least expensive avenue for airlines since the elec-
tronic search and booking capabilities allow airlines to avoid commissions, CRS
booking fees, and reservation agent labor costs. Figure 4 illustrates the costs that
two airlines estimate they incur through each of the identified outlets. Airlines’ com-
mission policies, labor costs, communications costs, and other factors can vary wide-
ly, resulting in wide variances in the costs incurred by each distribution channel.

Figure 4. Per Ticket Distribution Costs by Channel for 2 Major Airlines
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Some Internet airfares vary substantially from fares for identical travel
offered simultaneously through the same or other channels.

Our tests of last minute Internet specials (E-Fares) showed that these fares were
in some cases over 1000 percent lower than fares for identical travel offered simulta-
neously on the airline’s same website.2 Additionally, the E-fares were, on average,
560 percent lower than airline ticket reservation agents quoted as their lowest avail-
able fares.? When asked, nearly all of the 20 agents we contacted for fare informa-
tion were either unable or unwilling to provide information about the possibility or
existence of lower fares on their Internet sites.

While these fares are estimated to represent less than 3 percent of all online tick-
et sales, these fares have been at the heart of the controversy over whether Orbitz
participants will make their lowest fares available exclusively on Orbitz.

E-fares currently represent a small portion of Internet airline sales. E-fares
are the deeply discounted fares that airlines have begun to make available 2 to 3
days prior to departure as a way of filling seats that would otherwise have flown
empty. Comparisons that we performed with sample 3-week advance purchase fares
indicated that the E-fares were about one-third less than the airlines’ 3-week ad-
vance purchase price for similar travel. E-fares may be called different names by
the airlines—“dot.com specials,” “web-fares,” “cyber-savers,” etc.—but all refer to
last-minute deeply discounted fares that are only available over the Internet.

In 1999, the airline industry as a whole reported Internet ticket sales of about
4 percent. Most of these represented regular fares sold at a limited discount (i.e.,
5 to 10 percent off) or at undiscounted rates over the airlines’ own websites or
through online travel agencies such as Travelocity. Industry analysts estimate that
la?t minute E-fare specials represent less than 1/10th of 1 percent of total airline
sales.

E-fares are far more restrictive than regular fares sold on an airline’s
website. Although deeply discounted, E-fares with their many restrictions are only
suitable choices for a small percentage of travelers. The E-fares are often not an-
nounced until Tuesday or Wednesday for travel only on and over the approaching
weekend. Airlines do not offer these fares every weekend and only do so in a limited
number of varying markets. In some cases, travel is directional (i.e., E-fare from
Miami to Detroit on Friday is not valid for travel from Detroit to Miami on Friday.)
Dates, times, and seat availability are often severely restricted, with outbound trav-
el required on specific days (often Friday or Saturday) with a return usually on Sun-
day, Monday, or Tuesday.

Test comparison between last minute E-fares and last minute walk-up
fares. As a means of gauging the potential degree of variation in fare quotes from
different ticket distribution channels, we tested a sample of 20 E-fares offered be-
tween June 17 and July 8, 2000. We selected E-fares from specials posted by eight
carriers for the approaching weekend, and simultaneously solicited fare quotes from
seven other sources, including airline websites, reservation agents, online travel
agencies, and brick and mortar travel agents. Because these E-fares are only avail-
able 2 or 3 days before departure, the comparable fare quotes we received from
other sources represented full coach fares that are often the only fares that airlines
make available within 3 days of departure.

Test Results:

“Clicking” on different parts of an airline’s website can result in fare dis-
parities of over 1000 percent. Our testing showed that in some cases it is pos-
sible for a consumer to simultaneously get two different—and widely variant—fare
quotes for the exact same itinerary just by “clicking” on different areas of an air-
line’s website. For example, on one carrier’s website, clicking on the “dot.com spe-
cials” section of the website turned up an E-fare between Newark and New Orleans
of $140. Entering the identical itinerary (same dates, same flight numbers) through
the regular fare-search engine on the website resulted in a fare quote of $1,791, a
difference of over 1,100 percent. Table 1 provides examples of simultaneous round-
trip fare quotes received for identical itineraries on the same travel dates by search-
ing different areas of four airlines’ websites.

2Qur original test consisted of 20 E-fares (offered by 8 airlines) that we compared to quotes
from 7 other distribution sources including the normal fare search procedure on the airlines’
websites. We subsequently performed additional tests (100 total from 20 airlines) that compared
E-fares and fares offered through the websites’ normal fare search procedure. We did not seek
fare quotes for these 100 tests from other travel agents or airline ticket reservation agents.

3 Results represent findings from the 20 original tests that included comparisons between E-
fares and quotes from airline ticket reservation agents.
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Table 1. Variations in Fare Quotes from Different Areas of an Airline’s Website

City Pair E-Fare Regular Pare Difference
Boston—Los Angeles $273.50 $2,223.50 713%
Detroit—Nagoya, Japan $449.00 $2,826.90 530%
Boston—Salt Lake City $178.00 $1,971.50 1008%
St. Louis—Toronto $159.00 $1,325.39 734%
Detroit—Buffalo $119.00 $719.00 504%
San Jose—Portland $191.00 $342.00 79%
San Francisco—Los Angeles $138.00 $276.00 100%
St. Louis—Boston $192.00 $1,541.00 703%
Houston—Washington, D.C. $157.00 $1,726.00 999%

e Airlines should consider disclosing existence of E-fares when an itinerary
is requested through the website’s normal fare-search procedure. Airlines
understandably offer a variety of fares through different distribution channels as
a means of maximizing revenues, but we found some airlines’ practices of simulta-
neously quoting widely disparate fares for the same product within the same
channel somewhat disturbing.# The E-fare tickets have more restrictive policies
on exchanges and cancellations, but a strong case could be made for giving con-
sumers the option to choose between an $819 ticket with no penalty for changes
and a $147 ticket with a $75 change fee.

e Airline reservation agents are unable or unwilling to assist consumers
with finding lower Internet fares. Our testing also revealed substantial dis-
parities between the E-fares found on the airlines’ websites and the lowest avail-
able fares quoted simultaneously over the telephone by the airlines’ ticket res-
ervation agents. In nearly every case, the lowest fare quoted by the reservation
agent, the full coach fare, was substantially higher than the E-fare. The dif-
ferences ranged from 64 percent to over 1,100 percent. On average, the fares of-
fered through airline ticket reservation agents for identical itineraries (same flight
numbers on same travel dates), were more than 560 percent higher than available
E-fares. The tests were conducted simultaneously to limit the possibility that the
differences were due to changes in seat availability.

Table 2 highlights examples of fare differences found between airline website E-
Fares and airline ticket reservation agents over the telephone. It also shows the
fares being offered simultaneously through the normal search procedure on the
website.

Table 2. Variations in Fare Quotes Between E-Fares, Regular Web Fares,
and Airline Reservation Agents

. Difference
Regular Airline lef‘f;fegrince from
City Pair E-Fare W el% are Reservation Regular Airline
Agent W, el;gl% are Reservation
Agent
Newark—New Orleans $140.00 $1,791.00 $1,791.00 1,179% 1179%

4Four of the eight carriers included in our original test have established mechanisms that rec-
ognize an itinerary entered into the regular fare search engine as one being offered as an E-
fare and will provide the E-Fare quote.
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Table 2. Variations in Fare Quotes Between E-Fares, Regular Web Fares,
and Airline Reservation Agents—Continued

City Pair E-Fare \Regular Reservation o DE%ZW
eb Fare Agent egular Reservation
St. Louis—New York City

(LGA) $169.00 $1,593.00 $1,593.00 843% 843%
Dallas (DFW)—

Minneapolis $160.00 $160.001 $1,330.50 0% 732%
Las Vegas—Los Angeles $80.00 $80.001 $179.00 0% 124%
Minneapolis—Austin $189.00 $1,469.00 $1,469.00 677% 677%
Cincinnati—New Orleans $139.00 $139.001 | $1,095.00 0% 688%
Denver—Philadelphia $252.00 $1,716.50 $1,869.00 581% 642%
Pittsburgh—Indianapolis $127.00 $127.001 $816.00 0% 543%

1Four airlines’ regular website search procedures returned the E-fare specials with their associated restric-
tions. Unlike the full coach fares returned by other airlines, these fares are non-refundable and have the same
heavy restrictions as the E-fares.

When asked, none of the airline reservation agents we spoke to could or would
tell us whether an E-fare was being offered that weekend for travel we were pur-
chasing, even when our request was for an itinerary that we knew was being offered
as a low-cost E-fare. All indicated that even if one were available, it could not be
sold at that price over the telephone.

One carrier indicates on its website that the E-fares listed on the website can also
be purchased through a telephone reservation for an additional $20. During our
testing, however, we found that this carrier’s reservation agents were still not able
to provide information about whether these fares were being offered.

We believe the consumer would be best served if information were available about
the possibility of alternate fares being available through other channels. This does
not mean that every fare should be accessible through every channel, but that air-
line reservation agents disclose such possibility when it exists. The technology exists
to support such a policy.

Orbitz could potentially benefit consumers and airlines by providing a
wider range of fare options, bias-free displays, and reduced booking fees,
but red flags raised by competitive issues, such as airlines potentially re-
stricting their lowest fares exclusively to Orbitz, must first be resolved.

In exchange for airlines making their lowest published fares available on Orbitz,
Orbitz will offer participating airlines a rebate that will offset as much as one third
of any CRS fees incurred for travel booked on the Orbitz site (rebate equivalent to
approximately $3.00 to $5.00 per ticket booked). If Orbitz’ software functions as it
promises and Orbitz abides by its charter, consumers could benefit from having ac-
cess to a wider pool of options displayed free of bias. However, concerns about the
airlines’ restricting their lowest fares, including the deeply discounted E-fares, ex-
clusively to Orbitz or engaging in other anti-competitive practices—such as charging
airlines to participate in Orbitz if it becomes the dominant online ticket source—
should not be dismissed and need to be resolved first by the Departments of Trans-
portation and Justice.

Orbitz is an airline-owned online travel agency. Last fall, Delta, United,
Northwest, and Continental Airlines announced their intent to jointly launch an on-
line travel agency that would compete with established travel websites such as
Travelocity and Expedia. American Airlines signed on this spring after Sabre, the
CRS that owns Travelocity—a future Orbitz competitor—was spun off as an inde-
pendent entity. Although Orbitz is currently wholly owned by the five airlines, it
1s actively soliciting private investors and owners outside of the airline industry.
Orbitz may eventually consider a public offering.

Each of these five airlines, and most other commercial airlines, have established
their own individual websites to sell their own tickets and services over the Inter-
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net. While these websites provide the least expensive way to distribute tickets, the
airlines know that many consumers prefer the multi-carrier travel agencies where
they can compare the fares and services of competing airlines to get the best prices.

On Orbitz, consumers will be able to enter desired travel destinations, dates, and
other criteria and the search engine will evaluate the spectrum of possible schedule
options and then display a menu of travel options and fares. Orbitz intends to pro-
vide links to hotels, car rentals, and other traveler services.

Orbitz is an attempt by the airlines to lower ticket distribution costs, and
most pointedly, to reduce what they believe to be excessive and growing
CRS booking fees. Between 1990 and 2000, fees for direct access (the highest level
of participation available at that time) on one large CRS have increased from $2.10
to $3.54 per segment booked, a growth of almost 70 percent (most round-trip flights
have between two and four segments per ticket). While CRSs maintain that the in-
creases reflect improvements to the systems, critics have pointed out that the fee
growth has far outpaced cost savings achieved during this time from improvements
in technology.

Orbitz has attempted to extend an invitation to every airline to become charter
associates. Charter associates would be required to provide Orbitz with any fare
they have made publicly available anywhere else, and to contribute in-kind mar-
keting support.5 In return, Orbitz will rebate to the airlines a percentage of CRS
booking fees incurred for all tickets booked through Orbitz. Orbitz anticipates that
these rebates will effectively reduce airlines’ booking fees through Orbitz by about
one third. This rebate is possible because Orbitz has negotiated a volume booking
incentive agreement with Worldspan, the CRS that will handle the booking func-
tions for Orbitz. Eventually Orbitz hopes to establish direct links with the airlines’
internal reservation centers which would allow Orbitz to bypass the CRS and avoid
its fees entirely. The technology to do this is not far in the future.

To date, over 30 airlines have signed letters of intent expressing their desire to
become charter associates. Airlines that do not choose to participate as charter asso-
ciates will still be listed in an unbiased way on the Orbitz site. These airlines will
not be required to provide their lowest fares to Orbitz, but they also will not benefit
from the rebates on CRS booking fees.

Orbitz is not subject to CRS Regulations. Orbitz views itself as an online travel
agency, similar to Travelocity or Expedia, and contends that, like those agencies, it
is not subject to the CRS rules. The CRS rules were intended to cover airline-owned
CRSs, and did not extend to travel agencies, regardless of their ownership. As such,
travel agencies are permitted to bias in favor of a particular airline the information
they receive from their CRSs and report to their customers or even to exclude infor-
mation from some airlines if they choose. The airlines also may negotiate selective
and exclusive deals, such as commission override agreements, special fare sales, and
marketing promotions, with individual agencies. The airlines are not required to
make these deals universally available.

Potential Contributions to the Marketplace. If Orbitz abides by its charter and
presents an unbiased display, the site has the potential to provide a valuable tool
for consumers to compare fares and services as well as provide smaller airlines a
platform to compete on an equal basis with the major carriers.

e Orbitz may offer more low-fare options. Orbitz contends that one of its great-
est strengths is not its access to airlines’ last minute E-fares, but its search en-
gine that can search millions of possible flight combinations to identify lowest
fares. Orbitz’ competitors have criticized its claims in this area, citing the restric-
tions and caveats associated with the lower-fare travel that Orbitz software iden-
tified in sample comparisons. For example, one trip option required travel to an
alternate airport 50 miles away from the destination city. We agree that this op-
tion may not appeal to many consumers regardless of any cost savings, but believe
that consumers are best served if presented with the choice and permitted to
evaluate the trade-offs for themselves.

Other online travel agencies are skeptical about the ability of Orbitz’ software
to perform as seamlessly as Orbitz predicts. We plan to evaluate Orbitz’ perform-
ance when the site is operational.

5In-kind marketing refers to advertising, marketing and promotions for the Orbitz website
sponsored by the charter associates. These may include print, television, or Internet advertising;
name/logo included on inflight magazines or videos, Affinity program supplements such as free
or discounted upgrades, or other mutually agreed upon ventures.
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e Unbiased displays provide consumers with more accurate and com-
parable information. Orbitz believes its other strength in the marketplace is its
commitment to provide unbiased information on all carriers, regardless of the
level of participation by each carrier. The fact that Orbitz is jointly owned by com-
peting airlines creates a unique operating constraint. Orbitz’ charter specifically
states that all information on Orbitz will be displayed without bias, with priority
display based exclusively on lowest airfare. Given Orbitz’ joint ownership, a deci-
sion to allow display advantages to be purchased (i.e., “selling bias” to a particular
airline) would have to be made by the owner airlines who would stand to be
harmed by such purchase.

If Orbitz abides by its charter and provides unbiased information to the con-
sumer, it will become quickly apparent to consumers that other outlets may not
truly be working in their best interest. These channels may be pressured to re-
duce or eliminate bias in their own displays.

e Orbitz’ claims of benefits for small airlines are met with skepticism.
Orbitz contends that smaller airlines will benefit most from its non-bias commit-
ment. Larger airlines that have marketing budgets sufficient to purchase display
preferences from travel agencies often do so to the detriment of smaller airlines
that do not have these budgets. As a result, even if the small airline has a better
fare, it may not get top billing on these agencies’ displays. In websites that re-
strict participation, it may get no billing at all. Still, small airlines have expressed
skepticism about the intentions of a distribution outlet controlled by the major
airlines. Other airlines, including Southwest, believe that the venture proposed by
Orbitz does not fit their business strategy.

Red flags have been raised about Airlines restricting lowest fares exclu-
sively to Orbitz. The most vocal concerns have been expressed by Orbitz competi-
tors who fear that the airlines will restrict their lowest fares exclusively to Orbitz,
which will impede their ability to compete. They view this as an anti-competitive
act by the airline owners of Orbitz, aimed at putting their competitors out of busi-
ness. The critics fear that if the airlines are successful in eliminating their competi-
tion, consumers will no longer have choices about where to purchase travel online.
This, in turn, could have the effect of raising costs to consumers if Orbitz began to
charge airlines premiums for participating in Orbitz once its online competitors
were eliminated.

Orbitz counters that its charter agreement does not contain any provisions bar-
ring any airline from making any fare available through any channel, and adds that
it actually contains an “affirmative non-exclusivity provision” that explicitly states
that no airline is prevented from making any fare it chooses available through any
channel it chooses. Orbitz contends that in an unregulated environment, airlines are
free to set their own prices and decide where to offer their products for sale, and
if airlines acting individually choose to make certain fares only available on Orbitz,
that is within the airline’s legal rights. In statements made publicly, Orbitz has in-
dicated that it agrees that it would be legally problematic if its charter required ex-
clusivity. A recent statement noted, “if [Orbitz] agreements did collectively require
that certain fares not be sold through other channels, that would be an illegal boy-
cott.”

We have reviewed Orbitz’ charter and its agreement with participating airlines,
and we agree that Orbitz’ characterization of its non-exclusivity provision is accu-
rate. This provision, however, is not sufficient reason to dismiss the concerns that
have been raised. Airlines acting individually could refuse to participate in other
distribution outlets with their lowest, Internet fares, with the intent to maintain
Orbitz as the premier supplier of online airline services.

The airlines have stated their intent to continue to participate in a wide range
of distribution channels after the start of Orbitz, citing the need to “be on every
shelf.” Several airlines have indicated that if other sites can provide financial incen-
tives comparable to the Orbitz rebate on CRS booking fees, they are willing to make
the low fares they provide Orbitz available to other outlets. It will be important to
ensurg that the airlines actually follow through on this intent if such offers are pre-
sented.

In the short term, actions could be taken to protect against the potential for anti-
competitive practices. For example, interim provisions could be established requiring
airlines to make available any fares they provide Orbitz to any other entity willing
to offer the same financial terms concerning reduced booking costs, as Orbitz. Such
a provision should be predicated on an agreement by these entities to abide by the
non-bias regulations that apply to CRSs.
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Long-term impacts need to be evaluated. In the long term, barring any anti-
competitive behavior, Orbitz could pressure other online agencies to eliminate bias
and upgrade search capabilities. It could also pressure CRSs to begin competing
through lower booking costs and improved services. But there is the potential for
harmful impacts on the travel marketplace. If the airline equity owners of Orbitz
refuse to make their lowest Internet fares available to online competitors, Orbitz
would have a significant marketing advantage that could allow it to achieve a domi-
nant online market share or even to eliminate its online competitors. In either case,
airlines would likely feel compelled to be listed on the Orbitz system or risk fore-
going significant business to their competitors.

At such a point, with its market power over the airlines established, Orbitz might
choose to charge premiums to airlines to participate (i.e., raise costs) rather than
offering reduced costs through lower booking fees. Such an outcome would benefit
Orbitz’ equity owners to the detriment of other participating airlines. The Depart-
ments of Justice and Transportation need to evaluate the likelihood of these and
other scenarios playing out in determining whether prior intervention is needed to
protect competition and consumers.

Marketplace changes and technological innovation are rapidly eclipsing
CRS rules established in 1984.

The existing CRS regulations were implemented to protect consumers and com-
petitors from the biasing of information by the airline owners of computer reserva-
tion systems. With the Internet potentially replacing many of the functions per-
formed by the original systems, questions have been raised over whether these regu-
lations should apply to the new distribution channels, and if they did, whether they
would have any meaningful impact. The regulations apply to airline-owned CRSs,
but with recent airline divestitures of CRSs, even the CRSs are unclear whether the
current regulations still apply.

The changing environment of travel distribution demands a near-term reevalua-
tion of the applicability and sufficiency of existing regulations to protect consumer
interests. The Department has already delayed a reevaluation and readoption of the
existing CRS regulations three times from their 1997 sunset date. As the market
continues to change rapidly, it is imperative that these issues be addressed without
further delay.

Regulations were developed to protect against airline abuses of CRSs. Fol-
lowing the deregulation of the airline industry, airlines relied on CRSs to provide
travel agents access to the complex and extensive fare and service information that
developed as a result of new competition between carriers. In the early 1980s, CRS
regulations were introduced to protect consumers from the airline owners biasing
information in their CRSs to favor their own carriers.

The airlines’ biasing practices harmed consumers by denying them access to unbi-
ased information, and also harmed non-owner airlines that were victims of this bias.
The regulations applied to airline-owned CRSs that provided information to travel
agents. They prevented CRSs from improving the position of particular flights on
integrated CRS display screens based on the identity of the carrier and also re-
quired airline-owners of CRSs to participate equally in every other CRS.

The regulations were thought necessary because the travel agents that used these
systems were locked into contractual relationships with the CRSs. If the travel
agents were receiving biased information, so were their clients. The regulations
stopped short of requiring travel agents to present unbiased information to con-
sumers. The rationale was that consumers are free to choose where they get their
information since they do not have contractual relationships with travel agents.

Changing marketplace and technological developments raise serious con-
cerns about the sufficiency and relevance of current CRS regulations. The
current regulations are designed to promote competition and to protect the con-
sumer from unfair and deceptive practices, but the new state of information accessi-
bility poses some difficult questions concerning what protections are needed in the
modern marketplace. Confusion exists over whether these regulations apply in the
current market, to whom they apply, and how. The issues are complex and we do
not have all the answers to these questions today. We can, however, give some con-
text to the controversy.

e Airlines have begun to divest themselves of CRS ownership raising the
question of whether non-airline owned CRSs are covered under existing
regulations. One large CRS has recently become independent and some have
contended that it is no longer subject to CRS regulations because it is no longer
airline-owned. The Department of Transportation, however, has indicated that it
does not agree with this interpretation. This issue needs to be clarified. As air-
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lines divest ownership in CRSs, protections are no longer needed to prevent the
airline-owners from biasing data to benefit themselves. However, an independent
CRS may have an incentive to solicit participating carriers interested in pur-
chasing preferential display.

o Existing CRS regulations do not prevent travel agents from biasing infor-
mation they provide to consumers. Neither online agencies nor brick and mor-
tar travel agencies are covered by existing bias regulations. Online travel agents
such as Expedia or Travelocity may appear to be different entities than brick and
mortar travel agencies with retail locations, but from a regulatory standpoint,
they are identical. Both act as intermediaries between the airlines and consumers,
albeit one has a human interface and the other relies upon a computer program.
Both rely upon CRSs to provide information on schedules, fares, and availability,
and use the CRS to book travel reservations. Neither is subject to CRS regula-
tions and is not legally bound to provide information in an unbiased manner.

e Views differ on whether Orbitz should be covered by the CRS Regula-
tions. Critics have suggested that because Orbitz is airline-owned and providing
information on airline fares and services to consumers, it is essentially func-
tioning as a CRS and should be regulated as such. Orbitz contends that it is a
travel agency, albeit airline-owned, and should not face different regulations than
other online or brick and mortar agencies. Like these agencies, Orbitz will provide
information directly to the public. When the original CRS regulations were devel-
oped, the determination was made that travel agents did not need to be regulated
because consumers were free agents and could make choices about the quality of
information they received from various sources.

The critics who believe Orbitz should be regulated as an airline-owned CRS con-
tend that the owner-airlines are violating the CRS regulations if they do not post
the same fares they post on Orbitz on all CRSs. These regulations were developed
to prevent CRS airline-owners from limiting their participation in other CRSs as
leverage to force travel agents to contract with their own CRSs. For example, ab-
sent the regulations, if a travel agent wanted to sell a particular airline’s tickets,
it might have to use that airline’s CRS because the airline would not be listed
on any other CRS.

If Orbitz were subject to the CRS regulations, the five airlines with equity own-
ership in Orbitz would have to make any fares they make available to consumers
through Orbitz also available to every travel agent using another CRS system,
even in the absence of equivalent financial considerations such as reduced booking
costs. However, it is important to recognize that these other travel agents would
not be subject to a similar requirement, even if they were in partnership with a
CRS or had commission override agreements with airlines that led them to bias
their information displays toward a particular airline.

e Airline and CRS entry into the travel agency business and technological
advancements raises questions about the need for regulatory protections.
Travel agencies have never been subject to the anti-bias rules of the CRS regula-
tions. But given the long history of airlines and anti-competitive CRS practices,
the expansion of airlines and CRSs into ownership of online travel agencies raises
questions about what regulatory protection may be needed. History has shown
how difficult it is to fix problems after they occur. To the extent that protections
against abuses can be instituted early, mistakes of the past can be avoided.

Some parties have suggested that all travel sales over the Internet should be
subject to the CRS regulations. Since online travel agencies are virtually identical
in structure to brick and mortar agencies, and in some cases represent actual ex-
tensions of them, it would be difficult to apply regulations to online agencies with-
out extending them to all travel agencies.

Orbitz and other entities are nearing a point where direct links can be estab-
lished with carriers’ internal reservation systems to access fare, schedule, and
seat availability data, making it possible to bypass CRSs entirely. When this oc-
curs, a determination will need to be made as to whether any protections need
to be instituted to safeguard consumer interests, and if so, what these should be.

This concludes our statement. I would be pleased to answer any questions.

The CHAIRMAN. I thank you, Mr. Mead.

Mr. Mims, as Mr. Mead just pointed out, there’s been a signifi-
cant delay in rulemaking on the CRS system rules. When does the
Department plan to conclude this rulemaking?
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Mr. MiMs. Well, we wish to do that very soon. However, Mr.
Chairman, as Mr. Mead has indicated, this industry and the things
that are going on with the Internet are very dynamic at this par-
ticular time; and we are planning today to post a supplemental no-
tice requesting comments on what’s going on with the Internet. We
would close that out within a 60-day period and, working with my
colleague, the General Counsel, move this rule along. I would like
to see this concluded by the end of this calendar year.

The CHAIRMAN. Mr. Mead, in your opinion, why is it that the low
fare carriers oppose the creation of Orbitz?

Mr. MEAD. I think there are several reasons. One is that they
know the history here; they see the big airlines getting together
and I think they are suspicious and they have history to back up
their suspicions. I think there’s also some suspicion that Orbitz will
not adhere to their charter and that over time as Orbitz is success-
ful, Orbitz will have the power to establish big premiums that they
charge the airlines for making bookings through Orbitz.

I also think there is a concern on the part of some airlines that
all of their fare information and flight information will be available
to everybody. And that one of the major airlines can tell at a glance
exactly what is happening inside this smaller airline.

And right now, that’s not so in the case of e-fares, which are the
lowest fares. If a big airline has that information, it can be a potent
tool.

The CHAIRMAN. In order to qualify for the discounted CRS book-
ing fee, participating air carriers in Orbitz must enter into a so-
called “most favored nation” clause. An airline sells a low fare else-
Whﬁre, the MFN clause requires it to offer that fare on Orbitz as
well.

Would such a provision inhibit carriers from offering their most
cut rate web fares, since it would be uneconomical to sell those
fares through the most costly Orbitz travel agent?

Mr. MEAD. No, sir. In fact, as you point out, the charter for
Orbitz says that in order to qualify for that rebate, you must pro-
vide your lowest fares on Orbitz. That would include those e-fares.

The charter does not prohibit the airlines from giving their e-
fares to other distribution outlets on the Internet. The fear is that
the individual airlines will see it as in their best interest not to do
so. That’s the fear.

I don’t think the concern is really that people will sit in the back
of cigar smoke-filled rooms and agree not give these fares to other
Internet distributors. But I think there is a concern that each air-
line will just see it in its best interest to put them on a website
that it owns. Consumers must go nuts having to look at all these
different websites to find a different fare; and this website, if it can
advertise that it has the largest number of offerings and the lowest
fares, the consumers would flock to it. And then they could basi-
cally control the market. I think that’s the basic concern here.

Senator STEVENS. Senator Rockefeller.

STATEMENT OF HON. JOHN D. ROCKEFELLER 1V,
U.S. SENATOR FROM WEST VIRGINIA

Senator ROCKEFELLER. Just a follow-up on that question, Mr.
Chairman.
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The airlines obviously want to do this. And ordinarily in the
Internet business, competition is competition and it’s brutal, and a
lot of people get forced out of business. Happens every day.

Tell me why you think it is natural behavior that when a com-
pany has control of the air fares and the distribution of the infor-
mation about those air fares that it would, as you suggested, per-
haps increase the prices, and use Orbitz as an opportunity to in-
crease prices rather than to simply make cheaper fares available.

Mr. MEAD. I don’t think it would happen immediately. I think it
would take several years, if it were to

Senator ROCKEFELLER.—actually, that’s not what I was asking
you. I was asking, what is it philosophically, or what is the
inevitabilty in your mind that leads you to the conclusion that al-
lowed you to make the statement that you did, that they would
probably increase fares, whether it’s sooner or later.

Mr. MEAD. Because if the phenomena I describe were to occur,
and I'm not saying that it would; but if it were to occur, the result
would be an inclination to establish premiums, just like it has been
on the CRSs, because you have the only game in town.

But that could only occur if the other Internet distribution sites
were no longer in business. If they were put out of business, they
would feel it was because they weren’t getting access to the lowest
fares and word got around to all the consumers that the lowest
fares were only available on Orbitz. That’s where the consumers
flocked to; they no longer went to outfits like Travelocity or
Expedia.

Without those entities in existence, you only have one; and that
I think would explain why they could establish premiums to air-
lines to participate.

Senator ROCKEFELLER. So you’re just saying it would be natural,
in a sense monopolistic behavior?

Mr. MEAD. Yes, sir. The suggestion we’'ve made to Mr. Mims’ of-
fice is that you simply require the airlines to make their lowest
available fares available to other Internet providers, provided those
other Internet providers are willing to pay on the same financial
terms, and also that these other Internet providers agree not to
bias their flight and fare displays.

Senator ROCKEFELLER. And if that were the case, then you think
it would not be a problem?

Mr. MEAD. I think that would greatly ameliorate the risk, sir.

Senator ROCKEFELLER. Thank you.

STATEMENT OF HON. TED STEVENS,
U.S. SENATOR FROM ALASKA

The CHAIRMAN. Senator Stevens.

Senator STEVENS. Does Orbitz have any contractual arrange-
ments with major mass purchasers of airline tickets?

Mr. MimMs. Not that I know of at this point, Mr. Stevens.

Senator STEVENS. Like the government, for instance, the federal
government. Do they have any special arrangements, any special
fares for those who purchase enormous amounts of airline tickets?

Mr. DAYTON. I don’t believe they do at this point; they’re mostly
focusing on getting up and running and establishing the software
and website.
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Senator STEVENS. They’re aimed totally at the individual pur-
chaser, is that what you’re saying?

Mr. DAYTON. It’s my understanding at this point.

Senator STEVENS. What’s the effect of Orbitz on rural consumers?
Have you made up your mind on that, Mr. Mead?

Mr. MEAD. It would seem to me that Orbitz would likely have the
same effect on rural consumers as it would on urban consumers.
It would provide rural consumers, I think, ready access to a very
broad range of information, much broader than

Senator STEVENS. That was my opinion, too, because they would
not normally have large travel agencies in their communities.

Mr. MEAD. I think you’re quite right, I think there are pluses
and negatives to this. And I think we have to maximize the
positives and try to control the negatives.

Senator STEVENS. Are you suggesting that the agreement they’ve
entered into prior to Orbitz, that we should mandate that it apply
to Orbitz?

Mr. MEAD. Are you referring to the suggestion I was making?

Senator STEVENS. Yes.

Mr. MEAD. Yes, I am. I think it is a——

Senator STEVENS. Can that be done administratively?

Mr. MEAD. We believe it can be.

Senator STEVENS. Thank you.

Mr. MEAD. Mr. Stevens, what I'm concerned about is, you're
going to hear later some very vocal views of concern that the lowest
fares that are now available on an airline’s own websites will be
made available only to Orbitz and not to these other vendors.

And I don’t think you can just dismiss those concerns when
Orbitz says, “Gee, our charter says that the airlines can make
them available to these other vendors if they want to.” I don’t think
that goes far enough, in my opinion.

Senator STEVENS. Thank you.

The CHAIRMAN. Senator Wyden.

STATEMENT OF HON. RON WYDEN,
U.S. SENATOR FROM OREGON

Senator WYDEN. Thank you, Mr. Chairman. And I will make it
very clear at the outset that I'm very, very skeptical about this en-
tire Orbitz effort. I want to spell out for a moment why I'm so skep-
tical, and I want to go into particularly this question of safeguards,
Mr. Mead, and I think that’s the bottom line.

With Orbitz, the airlines want the consumer to believe that
they’re going to get the lowest fare in one place. And, of course, the
hitch is the airlines own the website and they can provide exclusive
fares to it; and I guess if Orbitz is successful, they can eliminate
on-line competition as well as a lot of travel agents.

And the people who are bringing this to us are the people that
you found in July not doing much of a job with respect to following
through on their voluntary pledges. We still have wide disparities
in fares; you found just recently that clicking on different parts of
an airline’s website can result in fare disparities of over 1000 per-
cent.

These are the people who sold us on one anticonsumer propo-
sition after another, and I guess what I would like you to tell us
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is, what are the minimum safeguards, specifically, that would be
needed to protect the public here, and what happens if those safe-
guards aren’t put in place?

Mr. MEAD. Let me deal first with these e-fares. I know you came
in the room after I displayed this chart; the e-fares are basically
the cheap fares. They are currently available only on the Internet.

I think a minimum safeguard here is if you're going to have e-
fares and other fares on the web for the same flight, that you ought
to have to disclose to consumers that you’re engaging in that prac-
tice. We know that that is possible to do because we found four air-
lines that do it, and we found others that didn’t. And if you aren’t
quite fluent with the Internet, you can easily buy a $1,900 fare for
a flight that you could have gotten for $178. And not even be aware
that there’s a $178 offering.

I also think that it would be quite appropriate for the airlines to
advise consumers that there may be cheaper fares available via the
Internet.

The CHAIRMAN. Senator Wyden, I've been informed that there’s
been an objection lodged to the hearing, so we’re going to have to
conclude at 11:30. And also, we're going to have a vote in a few
minutes; so obviously we have another panel, and I'd appreciate it.
I don’t know why we’re going through this arcane exercise, but
clearly we want to hear from the next panel as well, and I appre-
ciate your brevity.

Senator WYDEN. I wasn’t going to ask any other questions. I was
just going to say, I think that this is part of a pattern of
anticonsumer activity that we’ve seen from the airlines, and I hope
we’ll be able to spell out when we have the time to, Mr. Chairman,
what the safeguards ought to be here. I think without them, the
consumer is going to get fleeced once again.

Mr. MEAD. I wanted to complete the answer for the record, be-
cause the record will look very incomplete if I don’t.

The other safeguard that ought to be in place is, the airlines
should be directed to make their fares available to other Internet
distributors if theyre willing to pay the same fee that Orbitz is
going to be paying, same financial terms; and second, that they
agree not to bias their fares or displays on the Internet sites.

I think those will be some pretty meaningful protections.

The CHAIRMAN. Senator Bryan.

I thank you, Senator Wyden.

Senator Bryan.

STATEMENT OF HON. RICHARD H. BRYAN,
U.S. SENATOR FROM NEVADA

Senator BRYAN. Thank you very much, Mr. Chairman. I'll just
ask a single question.

Not all carriers are part of this Orbitz system, as I understand
it. In the State of Nevada, Southwest has a very substantial pres-
ence; they’re not part of this proposal.

How does this system work with carriers who are not part of the
system, and what are the implications for the consumer?

Mr. MEAD. Southwest Airlines, it’s fair to use them as an exam-
ple. They would not, as I understand it, be participating.

Senator BRYAN. That’s my understanding, too.
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Mr. MEAD. But they would be displayed, and they would be dis-
played along with all the other airlines, and according to the char-
ter of Orbitz, in an unbiased way.

But Southwest Airlines would not get a rebate of the booking fee.
I think the concern of Southwest Airlines and others is a deep-root-
ed suspicion that when the major carriers get together, there may
be some mischief afoot. They are probably looking to the history of
the Computer Reservation Systems, which if you'll recall the early
days of those, a couple of the airlines owned them—you’d look up
at the display and lo and behold, even though there may be other
fares available through other airlines, you see a display that favors
the airline that owns the website, even though the fare is higher.

Senator BRYAN. It took a Stanley to find Dr. Livingston in that
system of display, as I recall.

Mr. MEAD. Yes. So I think those are a set of concerns.

Mark, would you want to add to that?

Mr. DAYTON. I would agree with that. Southwest will be dis-
played but you won’t be able to book the ticket through the system;
what happens is you’d have to call Southwest or get on their
website.

One thing for Southwest is that they’re very cost efficient in both
their website and their travel reservation system. They may believe
that, in fact, this new site would actually raise their costs, because
as a full member they would be paying booking fees that to date
they’ve avoided.

Senator BRYAN. Thank you very much.

Mr. MEAD. You know, I think what’s interesting about this, there
clearly are some positive features of this, but I think there’s some
resentment that “Gee, in order to really market my product I have
to be a member of this club or this organization in order to effec-
tively market. And if it’s widely successful 2 or 3 years down the
road, the owner is going to jack up the fees much greater than they
were when I initially joined.”

Senator BRYAN. Well, and as you observed, Mr. Mead at your ini-
tial response, there is certainly some skepticism that there may be
some mischief afoot here, and I think that’s the concern many of
us have.

Mr. Chairman, I'll refrain from further questions in deference to
the time constraints that we face. Thank you very much.

The CHAIRMAN. Thank you very much, Senator Bryan.

Senator Cleland.

STATEMENT OF HON. MAX CLELAND,
U.S. SENATOR FROM GEORGIA

Senator CLELAND. Mr. Mead, it seems to me that one of the val-
ues of the technology we have at hand, the concept of a web or a
network and the ability for a lot of people to communicate in a web
or in a network relatively instantaneously.

That technology lends itself to the spread of information rather
than the limitation of information; and that if one were to apply
the advances in technology to most any information system, it
would, in effect, break down barriers and really create a web of in-
formation that all people on the web were tied into.
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It seems to me that if one major web dominates all the informa-
tion and does not share it with a smaller web or other webs, then
it kind of conflicts with the whole philosophy of this proper spread
of information, especially to consumers, so they have additional in-
formation in order to make good, healthy choices. And it seems to
me this can apply to the airline industry or any other type of con-
sumption or sales of any kind, or marketing of any kind.

Do you feel that Orbitz is a limiting kind of web or is an expan-
sionist kind of web? Are we better off with it or are we worse off
with it, in terms of the consumer getting information and being
able to make choices?

Mr. MEAD. It’s really both. A very positive feature is the com-
prehensive set of fares and flights it will have. It will have more
offerings.

Second, it will offer the lowest fares in one place, which I think
a lot of consumers want; they get frustrated having to go to all
these different sites to find them, and they may not even know how
to find them.

On the other hand, the airlines that will be owning Orbitz aren’t
required to give their lowest fares, whatever that ends up meaning,
to distributors on the Internet other than Orbitz. I think that’s a
problem area. I think the fix for that is to say that they have to
give it to other online agencies, for almost the very reason that you
suggest.

Except that in return for getting this information, these agencies
have to offer a rebate of the booking fee just like Orbitz will do,
and second they have to agree that once they get this information,
they can’t bias flight displays and fare displays toward one airline.
If you didn’t require that, you'd create an uneven playing field be-
cause you would have Orbitz playing by one set of rules, where
they can’t bias their displays by their own corporate charter, but
you have these other Internet agencies who get the information
and then are free, under the current rules and regulations, to bias
the information.

Senator CLELAND. Correct me if I'm wrong, you would allow
other, shall we say, networks or webs to enter this larger playing
field, but if they played on that field, they’d have to play by those
rules?

Mr. MEAD. Yes, sir. In brief, that’s exactly what we’re saying.

Senator CLELAND. That’s fascinating.

I understand that rules were put in place in 1984 to challenge
the CRSs to be more competitive since there were some complaints
about them by a number of federal agencies. But some three years
later DOT put out a study showing that the rules had had rel-
atively little effect in limiting the anticompetitive practices of the
CRSs. Is that true?

Mr. MEAD. I think if you look over time, the CRS rules, which
legally apply to airline-owned Computer Reservation Systems, did
have a good effect in eliminating bias. Back in the beginning these
Computer Reservation Systems would actually display in a favor-
able position on the agent’s screen the fares and flight information
for the airline that owned the CRS. I guess you might say that’s
natural behavior. If you own it, why not favor yourself?
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But these systems became so powerful, so potent, that the regu-
lators had to intervene, largely in response to pressure provided by
tﬁis very Committee and the Congress, and said “You can’t do
that.”

I'm not representing that all bias has been eliminated, but a lot
has. The problem now is that some of the CRSs, the most powerful
CRSs, aren’t owned by the airlines. So there’s a question, do the
rules even apply to them?

The rules have not kept pace, sir, with the Internet. In fact, they
were established when I don’t think it was possible to make a res-
ervation on the Internet. So we're dealing with a playing field that
ha?1 changed so dramatically that the whole issue needs to be revis-
ited.

Senator CLELAND. Mr. Mims, youre nodding your head over
there. Give us your insight here.

Mr. Mims. Well, I was going to add to that, Senator Cleland, that
at this particular point the Department—Ilet me initially say we
have been tardy in issuing the rules on CRS—we have put out a
new notice requesting comment on CRS rules, and especially we
want to focus on the Internet.

Again, what I want to let everybody know is, we want to get that
information within the next 60 days and once we’ve gathered that
information, we will move with some dispatch to issue the rules.

Senator CLELAND. Mr. Mead, I do have the sense that we’re play-
ing a little catch-up ball here, and I get this feeling about a lot of
these issues involving the web, the Internet, and the technology.

That reminds me of a statement that I saw on a barracks wall
when I was a young lieutenant, that “There go the troops, and I
must hurry, for I am their leader.”

In many ways, we on this Committee struggle with who should
adopt the rules, what the rules should be, and if there should be
any rules at all, particularly in the world of the Internet. And I
think this just presents to us one more challenge.

In conclusion, do you have any recommendation you’d like to
leave with us, other than what you've already said, in terms of
Orbitz in particular?

Mr. MEAD. I mentioned the one we have for Orbitz. The airlines
ought to be making these fares available to others on the same fi-
nancial terms as theyre going to make it available to Orbitz and
the people they give it to, those entities ought to agree to display
it in a bias-free manner.

A second thing I think is quite important, we found variations
within an airline’s own website of fares from one location to an-
other that had a 1000 percent difference between the fares. We
think the airlines either ought to construct their websites in such
a way that that phenomenon doesn’t happen, or if they want it to
happen, they at least disclose to people that there’s a cheaper fare.
Because in some of these instances, you could be paying $1500 for
a fare when the same location, same itinerary is available for say
$190, same airliner.

I don’t think that’s too intrusive to ask the airlines to do that.

Senator CLELAND. Thank you very much, and thank the mem-
bers of the panel.

Thank you, Mr. Chairman.
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The CHAIRMAN. I thank the members of the panel, and I appre-
ciate you being here, and we look forward to seeing you again soon.

Our next panel will be Mr. Terry B. Jones, President of
Travelocity; Mr. Jeffrey Katz, Chairman and CEO of Orbitz; Mr.
Mark Silbergeld, Co—Director of the Consumers Union; and Mr.
Paul Ruden, Senior Vice President for Legal and Industry Affairs,
American Society of Travel Agents.

Mr. Katz, we’ll begin with you, sir. Welcome to the panel.

STATEMENT OF JEFFREY G. KATZ, CHAIRMAN, PRESIDENT
AND CEO, ORBITZ

Mr. KaTz. Thank you. My name is Jeff Katz and I'm President
and the Chairman of the Board of Orbitz, and I know that some
have portrayed us as Internet big boys

The CHAIRMAN. Pull the microphone a little closer, Mr. Katz.
Thank you.

Mr. KATZ. I know that some have portrayed us as Internet big
boys backed by airline bad boys, and I can understand the view-
point, but Orbitz is an Internet startup company. We represent
new competition using new technology in an effort to present Inter-
net consumers with what we think they really want; comprehen-
sive and unbiased travel information.

It is certainly a bit ironic for me to be sitting here as a former
head of Sabre’s CRS division on behalf of Orbitz, but I'd like to
take a moment to discuss why Orbitz exists and why I am here.

Travel is at the heart of e-commerce. More travel is sold on the
Internet than any other category of product, and on-line travel will
probably hit $20 billion in revenues in the coming year, not count-
ing Orbitz.

What we have today in this marketplace is a situation where two
extremely strong, dominant companies have moved in and estab-
lished a very potent duopoly in Internet travel, and both have done
so with what we call CRS-based Internet sites.

First is Sabre’s Travelocity. It is the largest CRS in the world
and by itself controls nearly 50 percent of all CRS bookings; the
other is Microsoft’s Expedia. Between them they have wrapped up
through exclusive deals, mergers and their own good initiative, 70
percent of the business of offering multiple airlines to consumers
over the net. And they have nailed down in addition long-term dis-
tribution deals with the likes of AOL, Yahoo, and Microsoft Net-
work, giving them exclusive distribution to nearly 90 percent of all
portal visitors to the World Wide Web.

These sites now sit on a marketplace that they dominate that is
expected to quadruple over the next 4 years; and the fact is that
they have more lobbyists and lawyers than we have employees.

We think consumers deserve to have more choice and more com-
petition than two major players in such a huge market. We at-
tempt to be part of the solution, not part of the problem. We at-
tempt to bring competition. I think there’s clearly room for three.

I'd like to summarize the facts about Orbitz. We believe we have
to provide consumers with absolutely comprehensive, unbiased
searches and displays of airlines’ flights and schedules. In response
to a consumer query, we will show more airlines, more flights and
more fares than any existing CRS-based site, and we will do that
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for all airlines big or small, new or old, investors or not, associates
or not. And unlike any CRS-based website we will search all air-
lines, all flights and all fares.

And when I say we will be unbiased, I do not mean simply that
we will comply with the existing CRS rules on display bias; we go
beyond that. We have to do a better job of giving consumers what
they want or they will never use our website; it’s that simple. So
we have a written guarantee that we will provide unbiased dis-
plays into our contracts, and no CRS-based website we know of has
taken that obligation to date.

Second and importantly, we provide that comprehensive and un-
biased capability by building an all-new technology. Rather than
using the old CRS technology which started about a quarter of a
century ago, we use the newest generation of processors, independ-
ently developed search software, and greatly improved seat avail-
ability data.

As you know, the search software we use was developed by a
group of M.I.T. grad students beginning some 8 years ago at the
M.LT. Artificial Intelligence Lab, and the founder behind that, Jer-
emy Wertheimer, is here with us today and available for questions.

Anybody could have introduced the new technology, but until
Orbitz came along, nobody chose to do, and I think the reason why
not is because competition was not there.

With the efficiencies of this new technology, we are offering
something else that is new, revolutionary; and that is a form of
price competition on the CRS booking fees. These fees have clearly
been found to be excessive; they burden small and low fare airlines
in particular, they burden consumers, and they raise the cost of
selling through travel agents.

We offer to offset part of that excessive fee to exactly the same
degree for any airline, whether an investor in Orbitz or not, and
we are the only website that has chosen to do so. If we were denied
the ability to do that, what would be lost is the only opportunity
in many years to use competition to relieve consumers, airlines and
travel agents of the burden of these CRS costs.

Now, much has been made of the fact that airlines have invested
in Orbitz. And the fact is, in the view of the financial markets, we
are attempting something very, very new here and very, very tech-
nologically risky. We are trying to provide the consumer com-
prehensive and unbiased information by applying totally new tech-
nology to a very complex problem. It is hard for most investors
other than airlines to even evaluate the risk inherent in such an
undertaking.

To take on such an entrenched duopoly is very difficult in today’s
financial markets, and nobody has as much know-how and in fact
incentive to try and bring price competition to CRS booking fees as
airline investors do.

But having obtained that initial investment, I am now seeking
and expect additional investment from non-airlines, and we expect
that new investment to substantially dilute, by more than 50 per-
cent, the interests of the airline investors, and I will do so as quick-
ly as I can.

A second issue has been raised about Orbitz: the idea that we
have an agreement with airlines that they will provide fares to us
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that no one else will have. Let me be very clear: there is no agree-
ment by which airlines are obligated to make any fare available to
Orbitz that they do not make available elsewhere, period.

In fact, our contracts not only do not give Orbitz any exclusive
right to any fare, they go beyond that; they expressly guarantee
that there 1s no right of exclusivity and that each airline individ-
ually has the right to determine what fares it sells and where it
sells them. Orbitz does not and cannot prevent any airline from
making any fare available through any channel.

Here’s the simple fact that most of our CRS-based Internet com-
petitors do not want to face up to, and perhaps something that’s
difficult to see in the details. At least 99 percent of the time that
Orbitz shows the consumer a lower fare than other sites do, it will
not be because Orbitz had access to a fare that they did not have
access to. It will be because Orbitz did a better, more thorough and
unbiased search of the fares that were available to everybody.

Forester Research projects that on-line bookings will grow from
4 percent to 12 percent of all bookings over the next 4 years. We
expect Orbitz, if successful, to account for one to 2 percent, and
there is no way our less than 2 percent of bookings is going to put
anybody out of business, let alone the existing sites or travel
agents.

In conclusion, Senators and Chairman, we are a new competitor
entering a business, on-line agency websites, that is dominated by
competitors numbering two. We cannot be just as good as they are
and hope to succeed, to gain ground in this arena that they domi-
nate; we have to be far better than they at offering consumers
what they want.

We ask for nothing more than a chance to compete. We believe
we will enhance competition in the distribution of air travel. We
will give consumers better, more complete information about air-
lines, flights and fares. We will advance the technology used to
bring that information to consumers. We will bring price competi-
tion to the computer costs of distribution where it has been sorely
lacking, and we have by contract provided that we have no right
of exclusivity to any fare whatsoever.

We are more than willing to be judged by consumers, and we be-
lieve it should be the consumers who decide which site best meets
their needs. Orbitz is the story of new competition. We are the un-
derdog, not the big bad guy, with huge obstacles to overcome to
even become number three in on-line travel.

We're willing to take the risk of trying to do that, and I would
urge you to please be aware of regulatory proposals from those who
might not welcome the competition we bring to on-line travel.

One final comment, Mr. Chairman, if I may: I can tell you that
the Europeans fully understand what can be done with this new
technology, and they are well along in creating a European-based
website that would use exactly the technology we are building at
Orbitz. If we do not build this technology in the U.S., it will be
built by others, and it will be used by consumers in the U.S., be-
cause there is nothing more international than the Internet.

Thank you for the opportunity to testify, and I would be pleased
to try and answer any questions the Committee might have.

The CHAIRMAN. Thank you, Mr. Katz.
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[The prepared statement of Mr. Katz follows:]

PREPARED STATEMENT OF JEFFREY G. KATZ, CHAIRMAN,
PRESIDENT AND CEO, ORBITZ

My na:lme is Jeff Katz, and I am President, and CEO of Orbitz, and Chairman of
its Board.

Orbitz is an Internet start-up company. We represent new competition, using new
technology, in a new effort to present Internet consumers what they want: com-
prehensive and unbiased travel information. In that effort we will compete against
one of the most dominant and entrenched companies in the American economy:
Sabre, the largest Computer Reservation System in the world, and Sabre’s Internet
arm, Travelocity. They have more lobbyists than we have total employees.

We have found ourselves in recent weeks the victims of a misinformation cam-
paign, and we simply have not always had the resources both to build our new serv-
ice and to respond to every attack. We therefore thank you for this opportunity to
put the facts on the table.

It is a bit ironic for me to be sitting here, as a former head of Sabre’s CRS divi-
sion, on behalf of Orbitz. Let me take a moment to discuss why Orbitz exists, and
why I am here.

Travel is at the heart of what e-commerce is all about. More travel is sold on the
Internet than any other category of product. Online travel will probably hit $20 bil-
lion in revenues this year, not counting Orbitz. Whether consumers will use the
Internet to buy travel is not a question to be decided—it has already happened. The
question is simply how much choice consumers should have when they use the
Intel:)net to buy travel, and how much competition should there be for their busi-
ness?

Internet travel should be very open to competitive entry. The CRS industry is not,
because it has its users, the travel agents, under highly restrictive, long-term con-
tracts that effectively deny most of them any possibility of switching to another CRS
or using an additional CRS. But the Internet is not like that. No user is under con-
tract. Any user can switch to any other site at the click of a mouse.

What we have today, however, is an unfortunate situation where two extremely
dominating companies have moved in and established a very potent duopoly in
Internet travel, and both have done so with CRS-based Internet sites.

One is Sabre/Travelocity. Sabre is the largest CRS in the world. By itself it con-
trols 46% of CRS bookings. It takes the position that the CRS rules do not even
apply to Sabre. The other is Microsoft/Expedia. Neither Sabre nor Microsoft has a
record of being shy about establishing market dominance and exercising that domi-
nance aggressively. Between them they have wrapped up, through exclusive deals
and mergers, 70% of the business of offering multiple airline schedules to consumers
over the Internet. And they have nailed down long-term deals with AOL, Yahoo, and
MSN giving them exclusive distribution to 90% of all portal visitors to the World
Wide Web. Having purchased their largest competitors and locked up the major por-
tals, these two dominant sites are now sitting on a marketplace that is expected to
quadruple over the next four years.

It is this very powerful duopoly to which we are attempting to provide some new
competition. We think consumers deserve to have more choice and more competition
than just two major players in Internet travel. If you think there is an anti-competi-
tive problem in Internet travel, you are absolutely right. And Orbitz is part of the
solution to that lack of competition.

We absolutely understand how difficult it will be for us to break into a business
so dominated by two CRS-based Goliaths. What we find hard to grasp is how Sabre/
Travelocity in particular can look down on us from their lofty and entrenched posi-
tion and claim that we are bullying them! They recently bought one of their largest
on-line competitors in order to further consolidate their power and reduce competi-
tion. We think it is clear that they are simply trying to use any device available,
including government, to block any new competition.

What we have to do to break into this highly dominated business is clear:

e we have to provide consumers with the complete and unbiased flight and fare
information they want and are not getting today,

e we have to break with the old technology of the CRS era and be the first to
use today’s best technology to solve this problem for consumers,

e and we have to bring some long-missing price competition to the CRS booking
fees which have burdened so much of the ticket distribution system.
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Let me review each of those points.

First, we believe we absolutely have to provide consumers with absolutely com-
prehensive, absolutely unbiased searches and displays of airlines, flights, and sched-
ules. In response to a consumer request we will show more airlines, more flights,
and more fares than any existing CRS-based Internet site. And unlike any CRS-
based website, we will search all airlines, all flights, and all fares before displaying
any.

When I say we will be unbiased, I do not mean simply that we will comply with
the existing CRS rules on display bias—we will go well beyond that.

Our objective is to provide absolutely unbiased display of every airline’s flights
and fares, whether they are investors in Orbitz or not, and whether they are associ-
ates of Orbitz or not. We want every airline to be fully and equally displayed in
Orbitz, and we want Orbitz to treat every airline the same.

We do this not simply because we have to provide that level of quality information
if we are to have any chance of winning consumers away from these two dominant
websites that have exclusive positions on the portals most consumers use. We have
to do a better job of giving consumers what they want, or they will never make the
extra step it takes to use our website. It’s that simple. And so we have written the
guarantee that we will provide absolutely unbiased displays, exactly the same for
all airlines, big or small, new or old, into our contracts with each airline, whether
they are investors or not. We are now absolutely obligated to be unbiased.
Travelocity is not. No CRS-based website we know of has that obligation.

Second, we are providing that comprehensive and unbiased display by building an
all-new technology for searching and displaying airlines, flights, and fares. Rather
than using old legacy technology from a quarter of a century ago, we are using the
new generation of processors; new, independently developed, unbiased search soft-
ware designed to search all possible airlines, flights, and fares: and greatly im-
proved seat availability data. These old legacy systems still rely extensively on the
old Cobol programming language; we will use today’s Java. We are the only site
demonstrating that Internet sites need not be based on the old CRS technology. And
I believe that if we succeed, others will follow. We will have the competitive entry
that has been completely lacking in computerized distribution in the CRS-dominated
era.

Let me explain more fully what I mean by using new technology to create the
kind of truly comprehensive and unbiased displays consumers have been wanting
and the large CRS-based Internet sites have not been providing them.

Distributing complete and accurate information about every flight and every fare,
every day, is an enormous technological challenge. A quarter of a century ago CRSs
began being placed in travel agencies—usually under a contract that made it impos-
sible for that agent to use or switch to any other CRS.

The CRSs were marvels of their day. But think for a moment what the world of
computers was like 25 years ago. Computers can do things for people today that no
one could have imagined possible 25 years ago.

When you want to travel in the U.S. from City A to City B and back, and you
ask one of these CRSs what your airline, schedule, and fare options are, it can
search about 5,000 to 10,000 possible combinations for you, and it does that in about
one second.

The problem is that from City A to City B and back there are typically somewhere
between half a billion and a billion possible combinations of airlines, schedules, and
fares. (That is a hard number to believe, but it is true. By the time you take all
the possible airlines, over all the possible routings including all possible connections,
and all possible fares on each of those flights, and add in all the possible combina-
tions with the return flights and fares, there are that many total possibilities in a
typical domestic round trip.) So that CRS is only searching about one one-hundred-
thousandth of the options you really have in the marketplace. Despite all those rows
and rows of huge mainframe computers and huge disc data storage units, that’s the
limit of the old CRS’s ability to process information.

So what the CRS does is narrow the options it will look at by prescreening out
99.99999% of your options before it begins to evaluate them for you based on price
and time. Connecting flights over points not on the system’s predetermined list of
connecting hubs? Doesn’t even consider them. Flights offered by an airline with very
few frequencies in that market? Doesn’t even consider them. Most of the options it
throws out are not good choices for you—they’re inefficient routings, inconvenient
departure times, and the like. But buried in that pile of over half a billion possibili-
ties that the CRS throws out before it evaluates are usually some great options—
an alternative city to connect over, a competing airline, a few fares that are lower.

What Orbitz is all about is that we will search absolutely every airline, schedule,
and fare possibility in response to your request to go from City A to City B and
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back—all half a billion to a billion possibilities—and we will do it in one second.
In response to your request, we will search through approximately 100,000 times
more options than the CRS will, or than the Internet site that uses a CRS for its
searches will, in order to be sure we are showing you the best flight options at the
lowest fares.

We can do that because computers have changed enormously in the past quarter
of a century. Let’s take a quick look at how today’s technology can do a better job
of getting the consumer what he or she wants:

e Data storage. The old systems use large disc data storage systems, and still
have severe limitations on the amount of data they can hold. Today’s technology
can hold vastly more data at a small fraction of the cost. Today a one inch-by-
one inch disk, such as the ones used in ordinary digital cameras, can hold every
published airline fare in the U.S.

o Computing power. Rows and rows of mainframe computers are impressive to
look at, but their actual computing power is limited by today’s standards. By
assembling modem server processors in parallel, instead of using mainframes,
Orbitz will have over 1,000 times the computing power of Sabre, the largest
CRS, and at only a small fraction of the cost.

e Search software. The search software of the CRS’s is inherently limited—de-
signed to search only the limited pool of options that the CRS can handle in
response to your request. Orbitz will use a new search software that was inde-
pendently developed beginning 8 years ago by a group of grad students at the
MIT Artificial Intelligence Lab. It is the first software designed to search lit-
erally every airline, schedule, and fare in response to your request to go from
City A to City B and back, anywhere in the U.S. or Canada. Having searched
and genuinely evaluated all half a billion to a billion possibilities, it will present
to you lowest fare first, the best several hundred possibilities—without regard
to which airline provides the service. And it will do it in a format that is readily
understandable to the consumer and allows the consumer to quickly judge for
him- or herself which options are best. This independently developed software
is the product of that team of now former grad students led by Dr. Jeremy
Wertheimer, who is in the audience today and is available for questions. You,
or anyone in the general public, can try out t